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Special announcement 
to readers of the /ournal--- 


Recent changes in the relations between North- 
western University and the Institute for Economic 
Research make it desirable to announce to readers of 
the Journal at this time the present status of the 
Journal and the arrangements under which it is being 
currently published. 


In July, 1933 the affiliation between the Institute 
for Economic Research and Northwestern Uni- 
versity was terminated by mutual agreement and the 
Institute transferred its main offices to New York 
City. There in its new quarters at 551 Fifth Avenue, 
the Institute is operating the School of Land Eco- 
nomics, a new venture in adult education. This 
School offers an advanced course of study in land 
economics and also an extension program in the 
same field. The purpose of the School is to give a 
broad training in land economics, thus furnishing a 
scientific basis for the determination of public 
policies in the field of land utilization. 


The Journal, however, remains at Northwestern 
University and is being published at the present time 
by Northwestern University School of Commerce for 
the Institute. No change has been made in the policy 
or standards of the publication nor in its editorial 
personnel. The purpose of the Jozrnal is the same as 
when it was founded 10 years ago—namely, to pre- 
sent scientific articles of high quality and construc- 
tive significance in the fields of land and public 
utility economics. 


Therefore, readers who wish further information 
about the School of Land Economics and the In- 
stitute are requested to address the Institute at 551 
Fifth Avenue, New York City. 


Inquiries concerning the Journal are to be ad- 
dressed to the Editor, Northwestern University, 
337 East Chicago Avenue, Chicago, Illinois. 
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The public utility system of 


Standard Gas and Electric 
Company 


includes 

The California Oregon Power Company 
Duquesne Light Company (Pittsburgh) 
Equitable Gas Company (Pittsburgh) 
Kentucky West Virginia Gas Company 
Louisville Gas and Electric Company 
Market St. Railway Company (San Francisco) 
Mountain States Power Company 

Northern States Power Company 

Oklahoma Gas and Electric Company 
Philadelphia Company 

Pittsburgh Railways Company 

San Diego Cons. Gas and Electric Company 
Southern Colorado Power Company 
Wisconsin Public Service Corporation 


serving 1,662 cities and towns of twenty states . . . combined 
population 6,000,000... total customers 1,590,844...installed 
generating capacity 1,586,694 kilowatts .. . properties oper- 
ate under the direction of Byllesby Engineering and Manage- 


ment Corporation, the Company's wholly-owned subsidiary. 
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Outside, hurrying feet 
plod on against the 
winds and swirling 
snow of winter. On 
such a day, it is good 
to be indoors where all 
is snug and warm. 


ALL outdoors may be frowning, the ther- 
mometer close to zero, street travel an 
exhausting task. Yet to your telephone it 
is as clear and fair as a day in June. 
Without moving from your chair at 
home or in your office, you can send your 
voice across the snow-swept miles. Wind 
and weather need not delay the necessary 
tasks of business or break the ties between 
friends and relatives. Through all the days 
of the year, the telephone is your contact 
with the world beyond your door. It knows 
no season—no letting up when the going 
gets hard. Through storm and flood, an 


BELL TELEPHONE SYSTEM 





Bur IT’S FAIR AND WARM 
m BY TELEPHONE! | 


army of trained employees works cease- 
lessly along the highways of speech. 
This very day, as you talk so easily from 
your home, a lineman may be scaling a 
pole far out on a frozen mountainside — 
so that the service may go on. So that you 
may talk to almost anyone, anywhere. 





Make someone happy these winter days through 
a voice visit by telephone. A boy or girl at school, 
a mother or father in another city, or a good 
friend away on a visit. To most places 175 miles 
away, for example, the rate for a station-to-station 
call is 95c in the daytime, 85c after 7 P.M., and 
55¢ after 8:30 P.M. 
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A New Land-Use Program: The Place of 


Subsistence 


By M. L. 


ments, so frequently advocated 

in recent years, imply not only 
the physical return to the soil of a con- 
siderable part of our population, but 
point to the need of a complete review 
of the question of land utilization in the 
solution of current economic problems. 
We are being forced to consider once 
more the whole problem of the relation 
between human society and the soil, 
and questions of land use promise to 
play an increasingly important part in 
the development of future policies af- 
fecting not only agriculture, but our 
whole economic structure. 

Among the newer programs which 
revolve about a revised policy of land 
utilization is the subsistence home- 
stead plan. The need for greater se- 
curity among industrial workers has 
been one factor responsible for this 
idea; the agricultural situation has also 


Bore -TO-THE-LAND move- 





1 See Hood, “Some Preliminary Results of a Study of 
Part-time Farms in Chemung and Tompkins Counties, 
New York,”’ New York State College of Agriculture, 
June, 1933; Rozman, “Part-time Farming in Massa- 


Homesteads 
WILSON 


created the belief that a return to a more 
self-sufficient farming practice, by at 
least a certain part of our farm popula- 
tion, is essential to agricultural and, 
therefore, national economic recovery. 
The subsistence homestead idea is new 
to this country; there are both possi- 
bilities as well as dangers inherent in its 
application. In many ways it may be 
said to be one of the most ambitious 
thrusts of the present administration 
toward effecting long-term readjust- 
ments in our economic body. 

One version of the subsistence home- 
stead idea, known as part-time farming, 
has been adopted as a way of life by 
increasing numbers of people during the 
past depression-ridden years. The few 
studies which have been made of the 
part-time farm in various sections of the 
country indicate that its development 
has been anything but uniform, even in 
local areas’, and little definite evidence 


chusetts,” Massachusetts Agricultural Experiment 
Station, Bulletin No. 266; Walker and Devault, 
“Part-time and Small Scale Farming in Maryland,” 
Maryland Agricultural Experiment Station, Bulletin 


No. 357. 
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can be obtained of its net social results. 

There is much that can be said, how- 
ever, of the possibilities inherent in the 
idea as it bears on our future develop- 
ment. A certain amount of modern ex- 
perience, small, to be sure, has been 
gained in combining agriculture and in- 
dustry—an idea which has been a goal 
for social philosophers and economists 
since the days of Robert Owen. To 
date, experience has not proved the 
theory, for such a combination aims at 
security and stability, two social fac- 
tors which played an unfortunately 
small part in the expansive and infla- 
tionary development of the past cen- 
tury. But today we are approaching a 
different world, where these two ele- 
ments are in far greater demand than 
has previously been the case. 

In the present process of economic 
readjustment, the program for sub- 
sistence homesteads finds itself in accord 
with many of the basic movements of 
the day. The recent development of 
part-time farming has been to a large 
extent attributable to the conditions of 
employment which the recent stoppage 
of industrial activity has effected; the 
subsistence homesteads program will 
find itself intimately connected with the 
solution of this problem, which promises 
to be with us not only today, but to- 
morrow and the next day as well. The 
decentralization of industry and of 
great overpopulated urban centers de- 
mands the application of a program such 
as the subsistence homestead idea em- 
bodies. The means of correcting some of 
the regional impoverishment, which a 
too expansive industry and agriculture 
have produced, imply a recourse to this 
new pattern of life. 

Section 208 of the National Industrial 
Recovery Act appropriated a revolving 


fund of $25,000,000 to aid in “the re- 


2 Public Law No. 67, 73rd Congress. 
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distribution of the overbalance of popu- 
lation in industrial centers” and in “the 
purchase of subsistence homesteads.’” 
By the authority given to the President 
and delegated by him to the Secretary 
of the Interior,? a Division of Subsis- 
tence Homesteads in the Department of 
the Interior was formed to carry out 
the provisions of the Act. This Division 
is now engaged in the establishment of a 
series of projects throughout the United 
States, work on several being under 
way. 

The limited fund appropriated for 
subsistence homestead purposes can 
hardly be expected to afford more than 
a demonstration of an effective agent in 
relieving economic distress. Quite dis- 
tinct in organization and function from 
any of the emergency relief administra- 
tions, the Subsistence Homesteads Di- 
vision looks upon its work as sampling 
the possibilities of long-term planning. 
Its present funds will, therefore, be 
disposed of with the view to securing 
the best possible demonstrations of the 
subsistence homestead idea as applied 
to various regional problems. The suc- 
cess or failure of these demonstration 
projects should go far toward establish- 
ing whether any permanent back-to-the- 
land movement can be expected to suc- 
ceed, provided we can agree on what 
constitutes either success or failure. 

Subsistence homestead projects es- 
tablished through the aid of the Govern- 
ment will vary in size and cost, depend- 
ing both upon local conditions and the 
purpose which they propose to fulfill. 
Excellent opportunity for subsistence 
homesteads development is found in the 
vicinity of smaller industrial centers. 
In places of this sort projects will be 
carried out involving small plots of land, 
usually of from one to four acres in size, 
on which a four- or five-room modern 


3 Executive Order No. 6209, July 21, 1933. 
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home and a combination outbuilding 
will be constructed. With costs kept 
down to a minimum consistent with 
strength and durability, these home- 
steads will be offered to buyers at prices 
ranging from $23000 to $3,000. 

The owner of such a homestead will 
not be expected to derive his whole in- 
come from his plot of land. In most 
cases he will be a worker in some in- 
dustry or trade and will receive a cash 
income from his employment. An in- 
come earned from even part-time em- 
ployment should be sufficient for the 
homesteader to meet his financial obli- 
gations, and, aided by the produce of 
his home garden, help his family to 
attain a satisfactory standard of living. 
Families will be able to raise a con- 
siderable portion of their food supply on 
their plot, keep a flock of chickens, and, 
in some cases, add live stock, such as 
pigs, goats, or a cow to their possessions. 

Projects of a purely rural nature will 
embody larger tracts, and in these com- 
munities the homesteaders will depend 
less on outside work and more upon the 
cultivation of crops for their cash in- 
come. These projects will be under- 
taken only as an auxiliary to programs 
involving the retirement of marginal 
lands. In both cases the families who 
settle on these homesteads will be 
financed on a long-term basis, 15 to 
25 years, and will be required to make 
monthly repayment of their loans with 
interest at a low rate. 

To many, the program will mean 
escape from the city and an opportunity 
to attain a better standard of living as 
well as a defense in times of unemploy- 
ment. The program envisions the de- 
velopment of a new way of life in which 
many of the advantages of the country 
and the city will be available to selected 
families best adapted to this combina- 
tion—for whom life which is entirely 


rural or entirely urban prevents the 
fullest realization of their needs for sus- 
tenance, companionship, and security. 


Previous Experience with Back-to-the- 
Land Movements 


In this attempt to realize a new se- 
curity by re-establishing contact with 
the soil, the United States is by no 
means alone. Various forms of a com- 
bination of agriculture and industry, or 
at least of a back-to-the-land movement, 
have been developed abroad. 

Outstanding among the countries to 
foster a back-to-the-land movement has 
been Germany. A constricted food 
supply during the war, as well as a 
combination of national and interna- 
tional political factors, led to develop- 
ment of a vigorous land settlement 
policy, which aimed to bring about a 
denser rural settlement in certain parts 
of the country, particularly in the east. 
Years before other countries had felt 
the effects of the depression, Germany 
was struggling with the problem of 
unemployment, and new departures in 
land settlement policy were instituted to 
supplement the state insurance plan 
and other means of caring for the un- 
employed. 

Two types of land settlement were 
evolved in this process. One was defi- 
nitely rural settlement, which enabled 
unemployed farm laborers, and others 
with farm experience, to acquire small 
farms of from two to two and one-half 
acres in size. This program met with 
fair success; it merely provided an 
opportunity for good farm workers to 
obtain homes for themselves, and no 
attempt was made to extend this aid to 
persons lacking either a rural background 
or a positive interest in this system of 
living. 

Aggravation of the unemployment 
situation brought on a further develop- 
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ment. For many years workmen’s 
gardens had been commonplace along 
the outskirts of German towns or cities. 
This development had the encourage- 
ment of the state and municipal govern- 
ments. The construction of permanent 
residences on the garden plots was en- 
couraged. These new garden homes, 
known as Siedlungen, were first or- 
ganized by various local governments; 
an appropriation was made by the Reich 
Government for the establishment of 
16,000 such homes during 1932.4 

These projects met with varying suc- 
cess; in some cases they proved failures, 
and in a few cases they succeeded admir- 
ably. Homesteads usually comprised 
about one-third of an acre, and cost in 
the neighborhood of $600 (gold value).® 
Maladjustments were traced most fre- 
quently to the selection of improperly 
qualified families to occupy the home- 
steads; delays in construction were fre- 
quently (though by no means always) 
the result of having the occupants of the 
communities provide their own labor in 
building the homes. Success was, in 
many cases, laid to a combination of 
factors among which were: keeping the 
costs down to a bare minimum; ex- 
tremely careful selection of families, 
with reference not only to the head of 
the family, but the wife and children as 
well; and a policy of giving to the home- 
steaders a minimum with which to 
start, so that their personal initiative 
was brought into play in completing 
the work. It is still too early to tell 
what the net results of this program 
will be. 

Much has been heard of the garden 
city plan in England, first proposed by 
the late Sir Ebenezer Howard. The 


intimate connection between workmen’s 


4 Consular Report, by Raymond H. Geist, Berlin, 
Germany, made to Central Bureau for Homeless and 
Transient Men (May, 1932). 


garden homes and city planning is one 
of the most interesting features of Eng- 
lish experience in this field of endeavor. 

Other countries have made various 
attempts to secure a sound land settle- 
ment policy with particular reference 
to the unemployment situation. The 
work carried on in this direction in 
Australia and New Zealand has em- 
bodied some interesting regulations of 
land use, but the success of these 
ventures has not been great. Mussolini 
has developed a nation-wide land rec- 
lamation plan for Italy, which involves 
the establishment of new peasant hold- 
ings for distressed agricultural workers, 
sometimes in conjunction with large- 
scale industrial farming.® In Sweden the 
creation of small land holdings for in- 
dustrial workers has been an accepted 
part of the economic development of 
that remarkably civilized country, par- 
ticularly since the World War. Last 
December, in Soviet Russia, where -the 
division of labor on a mass production 
basis is most vigorously prosecuted, the 
Government decreed that 1,500,000 
workers should be allotted garden plots 
for the growing of vegetables.’ 

It would be out of place in this 
article to go into all the various pro- 
grams for concerted back-to-the-land 
movements which have been undertaken 
in almost every country, and certainly 
on every continent in the world. Suffice 
it to say that the movement to effect a 
return to the soil has met with extreme 
difficulties in almost every case. Con- 
siderable differences arise as to the pur- 
pose of various national programs; and 
certainly the nations faced with a sur- 
plus agricultural production are in a 
far different position from those which 


5 Ibid. 

6 Hinrichs, New Land and New Life in Rural Italy. 

7 Izvestia, as reported by Associated Press, Decem- 
ber 26, 1933. 
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are making every attempt to increase 
domestic food production. 

More particular attention may be given 
to the past efforts at organized land settle- 
ments in the United States, for cultural 
traditions limit greatly the application 
of one people’s experience to another. 
American experience has been essentially 
of two sorts: attempts to establish 
cooperative colonies; and land settle- 
ment programs fostered either by states 
or private concerns for the purpose of 
developing unoccupied areas. 

Plans for the establishment of co- 
operative farm colonies in America were 
rife throughout the nineteenth century. 
Usually they were based either upon 
some religious or philosophic ideal, 
varying from the successful Mormon 
migration to Utah to the intellectual 
idealism which flowered and faded at 
Brook Farm in Massachusetts. A com- 
munal form of organization was usually 
adopted, although some of the com- 
munities which continued into modern 
times later on reorganized upon an 
individualistic basis. 

Success did by no means favor these 
communities. Usually, one or two years 
saw the end of the community; some 
lasted until the generation of founders 
died off, when the younger people, no 
longer sharing the sectarian enthusiasm 
of their elders, merged their lives in 
those of the community at large. A few 
notable exceptions to the general rule 
of failure are, however, to be found. 
The colony established by the Perfec- 
tionists at Oneida, New York, in 1848, 
though it changed its communistic form 
of organization in 1879, has continued in 
existence up to the present time.® At 
Amana, Iowa, a German sect known as 
the Inspirationists, a communistic group, 
has flourished since they first moved 





§8Murchie, Land Settlement as a Relief Measure, 
(Minneapolis: University of Minnesota Press, 1933). 


from New York State to their present 
location in 1855.9 In 1932 this com- 
munity reorganized on an individual- 
istic, though cooperative, basis, and at 
that time comprised 1,400 individuals, 
living in seven villages. Zoar, Ohio, 
was the site of another religious com- 
munity, which disbanded in 1898, each 
of the 136 members receiving real and 
personal property to the value of 
approximately $8,000.00. 

Non-religious communities have failed 
to achieve even such limited success. As 
a result in no small degree of the interest 
of Horace Greeley, who had become en- 
thused with the ideas of Charles Fourier, 
a number of colonies embracing the 
Frenchman’s plan were started in Amer- 
ica in the middle of the last century. 
All of them failed eventually, although 
some degree of temporary success was 
enjoyed by a few. The ideals of a com- 
munal society did not flourish in the 
rough fields of pioneer America, and 
except for outside financial help most of 
the communities would have failed 
more quickly. 

Recent developments in the estab- 
lishment of cooperative communities or 
land settlements have been few. The 
Llano Cooperative Colony, now located 
at Newllano, Louisiana, has set up for 
itself the goal of self-sufficiency, but so 
far this has not been achieved. Re- 
ceiving an added impetus from recent 
industrial unemployment, the colony 
has continued with indifferent success 
to the present time. Considerable 
interest has been attached to the work of 
Hugh MacRae in developing com- 
munities in North Carolina, where 
intensive diversified farming is prac- 
tised. Various public and private or- 
ganizations have sponsored other land 
settlement plans, most of which have 





® Ibid. 
10 Tbid. 
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been in the nature of land developments, 
backed sometimes by state governments, 
with the hope of populating additional 
land to aid state finances. 

Most of these settlements have been 
developed from the point of view of the 
promoter, and their frequent failure has 
been attributable to an unsoundness 
inherent in their purpose. Settlers have 
been misled with glowing descriptions 
of sites which were actually unsuited to 
such development; proper administra- 
tion has been lacking in many cases. 
The Durham and Delhi projects in Cali- 
fornia, the White Blufts-Hanford pro- 
ject in the state of Washington, and 
various attempts at veterans’ coloniza- 
tions are among the long list of land 
settlement projects, which at best have 
met with only qualified success. Cer- 
tainly, the experience of the past does 
not point to any established means of 
undertaking a sound, organized back- 
to-the-land movement. 

Reference to all these ventures is 
made chiefly for the light they shed on 
the causes of failure and on the mistakes 
to be avoided in future work. Poor 
location has been one of the most im- 
portant elements leading to failure. In 
many cases proper soil surveys were not 
made; in some instances there was too 
great a dependence upon special facili- 
ties, such as irrigation projects, which 
proved unsatisfactory. Again, the loca- 
tion may have been unfortunate in its 
remoteness from other communities, 
this having an important bearing not 
only socially, but also economically, 
since crop failures or the disappearance 
of some special market left the settlers 
without other means of support. 

In many cases, particularly in pro- 
jects carried on by various state agencies, 
the paternalism embodied in the policy 


1 Hartman, State Land-Settlement Problems and Pol- 
icies in the United States. 


toward settlers can be held largely re- 
sponsible for failure." Settlers, being 
allowed to think that the state was 
going to ensure them against all dangers, 
lost the necessary initiative and hardi- 
hood, without which no pioneering 
venture of any sort can hope to succeed. 
Politics have, of course, played a sad 
role in many of these state ventures, 
contributing to their eventual collapse. 
Finally, settlers have often unfortu- 
nately included persons unfit for agri- 
cultural work. This does not by any 
means conclude the catalogue of all the 
reasons for failure in the past; it does, 
however, indicate some of the more 
important danger signs of which past 
experience has taught us to beware. 


Economic Bases of the Present Plan 


Why is it then, in view of this dismal 
record of the past, that the United 
States Government has the temerity to 
institute a new program of land settle- 
ment? The answer is twofold: (1) 
because we believe that the best avail- 
able knowledge and intelligence have 
rarely been brought to bear on individ- 
ual land settlement projects; and (2) 
because we see the emergence of new 
tendencies in our national economy, 
which provide a far greater demand for 
the subsistence homestead program than 
has existed before. 

Not least important among the mod- 
ern developments, which augur well for 
the subsistence homestead plan, is the 
growing realization of the importance of 
a more adequate plan for land use. 
Economic trends in various parts of the 
country have combined to crystallize 
a new approach to land-use problems. 
The need is being more and more clearly 
perceived of basing land-use planning 
upon a social point of view rather than 
on the point of view of the promoter or 
entrepreneur. People must be aided in 
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the movement into and out of particular 
land areas; not merely to develop hither- 
to unoccupied stretches of country, but 
to carry out the provisions of a broad 
economic plan which takes into account 
the needs as well as the productive 
capacities of national regions. 

Already several states have instituted 
programs of land-use planning, which 
embody the new point of view. Michi- 
gan was one of the first states to see the 
need for an adequate land-use survey as 
a basis for sound planning.” Minnesota 
has made a start in the same direction." 
In Wisconsin there is at present being 
developed a new and extremely signifi- 
cant program whereby several counties 
are taking up the question of more 
economic land utilization, particularly 
as related to costs of county government. 
The zoning of several counties in nor- 
thern Wisconsin is being undertaken 
with a view toward definitely limiting 
the uses to which land in those counties 
is put, these uses being determined with 
regard to the general welfare of the 
county as a whole.'* The program in- 
stituted by President Roosevelt, while 
he was Governor of New York, to re- 
forest submarginal farm land is another 
example of the new emphasis on land- 
use planning. 

In the final report of the National 
Land Use Planning Committee, the 
need for a closer cooperation between the 
various state and federal agencies, deal- 
ing with land-use questions, was stressed. 
The effective prosecution of the sub- 
sistence homesteads program demands 
that this be done to the utmost degree; 
in fact, the combined efforts of all 
qualified agencies are essential to the 
success of this new program. 

For the past four years the State of 

2 Tbid. 

3 [bid, 


14 See Goodman, Robert B., “The Regulation and 
Control of Land Use in Non-Urban Areas”, and Row- 





Georgia has been developing a program 
of land utilization through the com- 
bined efforts of State and federal agri- 
cultural institutions and the Regents of 
the University System of Georgia. One 
of the largest and most interesting of the 
subsistence homestead projects, which 
the Government is now helping to es- 
tablish, is one which has been worked 
out to fit in closely with this program. 

Five hundred families will eventually 
be involved in this demonstration pro- 
ject, which will strike at the heart of 
the chief agricultural problems of the 
old cotton belt. Two primary objectives 
are held in view for this project: (1) 
to point the way for the successful 
breakdown of the one crop system; 
(2) to point the way toward eradicating 
some of the rural slum areas where 
families have been hopelessly handi- 
capped by adverse soil conditions, and 
have become subject to the vicious 
operations of the share-cropping system. 

The land selected for this project 
lies in parts of two counties of northern 
Georgia, within about 50 miles of 
Atlanta. Soil experts, foresters, sociolo- 
gists, agricultural economists have all 
bent their efforts toward determining 
the soundest possible location; and all 
their work has been correlated with the 
broad state-wide plan developed during 
the past four years. Each family will 
be given the opportunity to purchase 
about 30 acres of land, on which they 
will practise diversified farming. Plan- 
ning will be the keynote to the success of 
this whole undertaking: crops produced 
will be those for which the associated 
economists and marketing experts can 
point to the most opportune markets; 
certain work in reforestation will be 
undertaken in accordance with the 





lands, W. A., ‘County Zoning for Agriculture, Forestry 
and Recreation in Wisconsin,” 9 Yournal of Land & 
Public Utility Economics 266-271 and 272-282 (August, 
1933). 
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state plan for forest development; the 
farmers, who will be chosen in groups 
from both races, will be to a large extent 
those who are at present cultivating 
cotton farms on poor soil, and their 
moving to the new site will in its small 
way be a measure in strict accordance 
with the larger federal plan for reduction 
of the cotton crop, especially on lands 
unsuited to its production. 

Although the actual extent of the sub- 
sistence homestead work, necessarily 
limited by the funds placed at the dis- 
posal of the Division, will not in itself 
work any vital change in the agriculture 
either of the eastern cotton belt or the 
State of Georgia, it should augur much 
for the future development of a sound 
economic policy for cotton belt agri- 
culture. The uneconomic system of one- 
crop production, as well as the futile 
and unsocial attempt to support life 
on large areas of submarginal land— 
two of the most pernicious factors in our 
present day agricultural distress—are 
both subject to direct attack in this 
undertaking, which envisions the re- 
creation of rural life in the Southeast. 
What can be done in Georgia can be 
done elsewhere in the cotton belt; what 
can be done in the cotton belt, can be 
repeated in a similar fashion in other 
agricultural regions. 

There is another principle which con- 
temporary economic thought offers in 
support of a subsistence homestead 
program: the decentralization of in- 
dustry. Although as yet there has been 
too little opportunity to discern what 
the nature of future industrial develop- 
ment will be, some signs indicate a 
tendency toward decentralization. The 
greater facility for change presented by 
smaller plants is one influence leading in 
that direction. In the drive for newer 
economies and reduced costs of pro- 
duction, the influence of the cheaper in- 
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dustrial sites, together with lower trans- 
portation costs, will no doubt play con- 
siderable part, adding its strength to 
the decentralizing trend. Finally, the 
opportunity to recruit a more satis- 
factory labor force, in small com- 
munities where the combination of part- 
time farming with factory work gives 
to the workmen a better sense of se- 
curity, is also not without its influence 
upon the re-allocation of industry to 
smaller centers. 

Both economic and sociological rea- 
sons can be advanced in support of the 
trend toward decentralization. Both a 
greater stability and a more healthful 
life will be achieved through the break- 
down of the overpopulated urban cen- 
ters and the movement of workers into 
semi-rural areas. The subsistence home- 
stead program is definitely linked to the 
decentralization of industry and aims 
to aid in that trend. Several projects, 
formed under the guidance of the 
Division of Subsistence Homesteads, 
will be carried out in small industrial 
towns. Moreover, a special effort is 
being made to combine the planning of 
some subsistence homestead projects 
with the establishment of new factories 
in rural areas. It is hoped that, as the 
success of these projects is established, 
private industry will see the wisdom of 
carrying further the process of gradual 
decentralization in conjunction with sub- 
sistence homestead development. 

A:slightly different type of decentral- 
ization, already long evident in the trend 
toward suburban homes, will be fostered 
by subsistence homestead projects lo- 
cated in metropolitan districts. The 
development of garden homes on the 
periphery of large urban centers should 
play an important part in sound re- 
gional planning in such areas. 

The fact that so considerable a back- 
to-the-farm movement has already taken 
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place, with its consequent of part-time 
farming, even though the extent and 
permanence of it are as yet undeter- 
minable, nevertheless indicates a certain 
existing trend toward a decentralized 
society. Such a trend, if it is to be at 
all guided and directed into channels 
which should insure its greatest chances 
for success, demands the rational consid- 
eration of land utilization and regional 
planning, both on the part of private 
industries and the government. Neither 
the demand for this form of direction, 
nor the organization and intelligence 
necessary to it have been evident to 
any large extent in American life before 
this time. The presence of these two 
factors, therefore, form a far sounder 
basis for a subsistence homestead pro- 
gram than that of any of the specialized 
or exploitive land settlement programs 
of the past. 

Mention has been made above of some 
of the chief contemporary problems to 
which the subsistence homestead pro- 
gram finds itself intimately related. 
Other problems, less broad in nation- 
wide implications, but none the less 
vital and important are to be approached 
and in the solution of these problems 
different types of projects will be drawn 
up. 

Stranded industrial populations pre- 
sent another problem which subsistence 
homesteads will help to solve. The coal 
miners of certain West Virginia fields, 
for example, have for years been with- 
out work, and the inefficiency or com- 
plete abandonment of these mines leaves 
these people without any hope for future 
employment. Either they will remain 
permanent charges upon the rest of the 
population, or some new economic basis 
for life in that region must be found. 

In the two projects which have been 
started in West Virginia, the subsis- 
tence homestead will be used as the basis 


of a new way of life. At Reedsville, near 
Morgantown, West Virginia, the de- 
velopment of 125 subsistence home- 
steads on fertile farm land is being 
carried on in conjunction with the con- 
struction of a Government factory for 
the manufacture of post office supplies— 
a unit needed to supplement the work 
of one small factory, which is already 
in operation in the District of Columbia. 

In Randolph County, West Virginia, 
a second project is under way, which will 
draw its homesteaders not only from 
among the coal miners, but also from 
among the submarginal farmers of the 
region and stranded lumber industry 
workers as well. This project is close to 
the Monongahela National Forest, and 
the development of local wood-using in- 
dustries, as well as lumbering operations 
in the National Forest, will offer a means 
of cash income to supplement the farm- 
ing that will be carried on. 


Farm leaders have frequently raised 
the issue of whether or not the work 
of the Subsistence Homesteads Division 
will not react unfavorably upon their 
industry. It has been argued that the 
encouragement of home production of 
vegetables and the creation of new 
farmers will merely add to the already 
distressing surpluses in agricultural com- 
modities. A clear understanding of the 
actual policies to be pursued in sub- 
sistence homestead work is essential to 
a sound discussion of this point. 


The workmen’s garden homes, which 
comprise the majority of the projects 
included in the present program, will 
not produce crops for the market. 
Vegetables, fruit, poultry grown on 
subsistence homesteads will hardly suf- 
fice to do more than provide an average 
sized family with their own year’s 
supply, and so long as the homesteaders 
are under the guidance of the Govern- 
ment (which means a period of from 15 
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to 20 years at least) commercial produc- 
tion will not be carried on. Again the 
point is sometimes raised that these 
families in producing their own food 
supplies will withdraw from the market 
as consumers of farm-grown products. 
That fact cannot be denied, but it can 
be considerably qualified. The average 
workman’s diet consists chiefly of staple 
foods; the type of products grown at 
home, green vegetables, fruits, roots, 
and poultry form a minor item in his 
food expenditures. Home gardens will 
enable the homesteader to add a great 
variety of products to this food supply, 
which he would not under ordinary con- 
ditions enjoy, and which at the same 
time are foods that contribute vitally 
to health. Subsistence homesteads will 
not cut down the demand for wheat, 
sugar, cotton, and the other staples 
which form so large a part of the na- 
tion’s commercial agricultural output. 

In some of the farm communities that 
will be established, commercial produc- 
tion of agricultural commodities will be 
essential to supply the cash income 
which in other cases the subsistence 
homesteaders will derive from indus- 
trial work. In these rural projects, 
however, the products to be sold on the 
market will not be competitive crops. 
For example, in a farm community 
established in the cotton belt, cotton 
will not be raised on the subsistence 
farms; emphasis will rather be laid upon 
such commodities as truck crops, and 
particularly those for sale in the early 
spring and late fall. Furthermore, for 
every new farm created of this sort, a 
proportional amount of submarginal 
land will be taken out of production, 
which in most cases means land retired 
from cash crop production. 


Administration of the Program 


To facilitate the administration of the 
subsistence homestead program and to 
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provide a legal connection between the 
Division of Subsistence Homesteads and 
the individual projects, a Federal Sub- 
sistence Homesteads Corporation has 
been formed. Subsidiary corporations 
are formed to administer each project, 
the stock of such corporations being 
owned completely by the parent fed- 
eral organization. 


The success of local undertakings de- 
pends to no small degree upon the in- 
terest and endeavors of local groups who 
are interested in them, and for that 
reason the greatest degree of local 
autonomy in the management of pro- 
jects is granted, consistent only with 
proper protection of the Government 
loans. Each local corporation will be 
controlled by a Board of Directors, 
composed of men representing the var- 
ious interests of the community, to- 
gether with usually one member of the 
staff of the Subsistence Homesteads 
Division. In the hands of this Board of 
Directors lies the supervision of all 
work connected with the construction 
and administration of the local project, 
subject always, of course, to the ap- 
proval of the parent corporation. 


Projects are worked up by the co- 
operative efforts of interested local 
citizens, representatives of State Agri- 
cultural Colleges, and members of the 
Subsistence Homesteads Division. At 
the present writing, requests for loans 
have totaled over $4,000,000,000, where- 
as the funds made available for the work 
amount to $25,000,000. When the plans 
are finally checked over and a project 
definitely accepted, the local corpora- 
tion is set up, all legal papers drawn up 
by the legal department of the Division, 
and the loan advanced to the corpora- 
tion. The intention of the Division of 
Subsistence Homesteads is to allow the 
local corporations only a_ reasonable 
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surcharge to the homesteaders for the 
purposes of administration. Profits do 
not accrue to any person in the develop- 
ment of these subsistence homesteads, 
and all costs are kept down to a mini- 
mum for the benéfit of the occupants. 

When the loan for a project is granted, 
the land is acquired and construction 
begun. In some cases the homesteaders 
are doing much of the work of building 
themselves. This is true of the project 
started at Dayton. There the people 
who are to occupy the finished home- 
steads represent a number of trades; 
and since the site is near the city, the 
homesteaders are able to do much of the 
work themselves. A great saving is 
thereby effected, which results in a cost 
of less than $1,500.00 per homestead to 
the individual families in that particular 
project. A somewhat similar plan is 
being carried out at Reedsville, West 
Virginia, where a few portable houses 
were first erected to take care of a num- 
ber of families, whose men are supplying 
the unskilled labor incident to the con- 
struction of the other homes and im- 
provement of the land. 

Selection of the individual home- 
steaders for most projects will be carried 
on by the local corporation after con- 
struction gets under way. Experience 
has demonstrated that the selection of 
families to take up subsistence home- 
steads is one of the most important 
elements determining the success or 
failure of the project. Too much em- 
phasis can hardly be laid upon the 
human factors entering into the history 
of a subsistence homestead project. 
Not only the man, but every member of 
the family must be taken into con- 
sideration; in one Sied/ung in Germany 
it has been estimated, that in approxi- 
mately 90% of the cases, the family’s in- 
ability to adjust themselves to the new 
way of life was attributable to the wife. 


Various elements must be taken into 
account in making a selection of home- 
steaders. Some sort of agricultural ex- 
perience is, of course, essential, and 
people are preferred whose background 
makes the transition from city to semi- 
rural life less difficult. Personalities 
are carefully scrutinized so that the 
first subsistence homesteaders will not 
fail for lack of adaptability or of the 
necessary energy to overcome the un- 
foreseeable difficulties which come upon 
any new venture. 

Considerable discussion has revolved 
about the point as to whether these 
subsistence homesteads are being pro- 
vided for the unemployed. In some 
cases this will undoubtedly be the case, 
but it must be borne in mind that the 
subsistence homestead work is not pri- 
marily a relief program. Homesteaders 
will be required to repay the loans ex- 
tended to them by the Government 
through the local corporations, and for 
that reason at least they must be people 
who have some sort of cash income. The 
possibility of continued employment is 
one of the most important factors taken 
into consideration in selecting those who 
are to occupy subsistence homesteads. 


Loans are not extended directly to the 
individual homesteaders, but through 
the agency of the local corporation in 
charge of each project. The exact na- 
ture of the financing plan to be employed 
in each instance will vary somewhat in 
accordance with local requirements, but 
in general a plan will be adopted which 
will provide for monthly payments of 
interest and amortization over a period 
of 15 to 25 years. The local corporations 
will pay 4% interest to the Federal Sub- 
sistence Homesteads Corporation, and 
the interest charged to the individuals 
may be slightly higher, allowing for the 
necessary administrative costs involved. 

In the social organization of these 
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homestead communities lies the germ for 
the development of a new way of life. 
No sort of communal society is planned, 
but the community will inevitably 
prove to be an important element in the 
life of all its members. Such scanty sur- 
veys as have been made of part-time 
farming indicate the varying degree of 
success among these people. The part- 
time farms of two New York State 
Counties were studied by the New 
York State College of Agriculture, and 
revealed that the percentage of the total 
food supply produced at home varied 
from zero to 75%. ‘An essential part 
of the subsistence homestead program 
as developed by the Government is the 
education of the homesteaders in the 
subjects bearing upon their new way of 
life. Agricultural advice and consulta- 
tion will be provided through the co- 
operation of the State Colleges and the 
Extension Service. General educational 
facilities, churches, and other social 
institutions will be included in those 
projects where the neighboring com- 





4 Hood, op. cit., p. 15. 
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munity does not already provide them. 

Those charged with the responsibility 
for this program are well aware of the 
difficulties which any work of this sort 
faces. The list of failures has been a 
long one. As a result, the present pro- 
gram is cast in a different mold from 
most past ventures. No religious be- 
liefs or political schools are connected 
with the projects now being established. 
Nor are present efforts directed toward 
the substitution of a communal form of 
life for the individualistic basis of 
American society. 

It is a question still unanswered as to 
whether the century-old trend of popu- 
lation toward the “bright lights” of the 
city can be checked. Theoretically it is 
easy to say yes, but half-truths in re- 
gard to the back-to-the-land movement 
are many. This work aims not at a 
movement “back” to anything, but 
rather at the development of a new form 
of community living made possible by 
modern industrial and _ technological 
development, as well as by the growth 
of a more rational approach to questions 
of land utilization. 
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Railroad Legislation of 1933 


By D. PHILIP LOCKLIN 


N 1933 Congress enacted three mea- 
if sures relating to railroad regulation: 
(1) the Delegation of Authority 
Act;! (2) the Relief of Debtors Act;? 
and (3) the Emergency Railroad Trans- 
portation Act, 1933.° 


Delegation of Authority Act 

This Act is an amendment to Section 
17 of the Interstate Commerce Act. It 
authorizes the Interstate Commerce 
Commission to delegate certain of its 
powers to an individual commissioner 
or to a board composed of one or more 
employees of the Commission. By the 
Commission Division Act,* enacted in 
1917, the Interstate Commerce Com- 
mission was authorized to delegate 
authority to divisions of the Commis- 
sion. The 1933 amendment carries this 
principle a step farther, and is in accord- 
ance with recommendations made by 
the Commission in its annual reports to 
Congress. 

The Act does not permit the Com- 
mission to delegate authority in in- 
vestigations instituted upon its own 
motion, nor, without the consent of the 
parties to the proceeding, in contested 
cases involving the taking of testimony 
at public hearings. The decision of a 
single commissioner or of a board of 
employees, in cases delegated to them, 
has the force and effect. of an order of 
the Commission. Any interested party, 
however, may petition for a reconsidera- 
tion or rehearing by the Commission or 
a division thereof, and any action by a 
division on the matter may itself be 
subject to reconsideration by the Com- 
mission. 


172 Stat. 1368. 
72 Stat. 1467. 





The delegation of authority permitted 
by the 1933 Act should accomplish 
three things. It should expedite the 
handling of the Commission’s work; it: 
should enable the Commission to devote 
more time and attention to matters of 
major importance because its time will 
be freed from the consideration of less 
important matters, or those which can 
be handled in a routine manner; and it 
should enable the Commission to ex- 
pand its work if that should become 
necessary as seems probable in view of 
the agitation for the regulation of motor 
transportation. 


Relief of Debtors Act 


This Act is an amendment to the 
Uniform Bankruptcy Act. Section 77 
of the amended Act relates to the 
financial reorganization of railroad com- 
panies, and this is the part of the Act 
with which we are concerned here. 

This measure is an outgrowth of the 
serious financial condition confronting 
the carriers as a result of the industrial 
depression which began in 1929 and con- 
tinued into 1933 before any signs of 
recovery became apparent. The decline 
in business activity that accompanied 
the depression greatly reduced the vol- 
ume of traffic to be shipped. This situa- 
tion was intensified by the increasing 
diversion of traffic to other transporta- 
tion agencies, chiefly motor carriers. 
Weekly carloadings which had ranged 
from 800,000 to nearly 1,000,000 per 
week in 1930 had fallen to about 550,- 
ooo in 1932. In that year 122 of the 
162 Class I railroads failed to earn their 
fixed charges. Ordinarily the failure of 





373 Stat. 211. 
4 40 Stat. 270. 
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railroad companies to meet interest 
payments and other fixed obligations 
would have thrown them into the 
hands of receivers, pending a revision of 
their capital structures. Only a few 
companies, however, were placed in the 
care of receivers during this period. 
Receiverships were avoided to a large 
extent through loans from the Recon- 
struction Finance Corporation—a gov- 
ernment corporation organized to ex- 
tend aid to distressed banks and in- 
dustries—and through loans from the 
Railroad Credit Corporation—a cor- 
poration organized by the railroads to 
extend loans to defaulting railroads out 
of funds received from the emergency 
increase in freight rates granted in 
1931.5 As the depression continued, it 
became obvious that these forms of aid 
could not continue indefinitely and that 
some railroads would have to undergo a 
reorganization of their financial struc- 
tures. 

Purpose of the Act. The procedure 
and methods of effecting railroad re- 
organizations have been the subject of 
criticism for many years and the Relief 
of Debtors Act attempts to remove 
some of these objections. Stated briefly, 
the Act attempts (1) to insure that the 
management of the property during 
receivership will be in the interest of all 
parties concerned, and not in the in- 
terest of a certain group; (2) to provide 
machinery for working out a reorganiza- 
tion plan which will enable all parties 
affected to be heard, and which will be 
conducive to the promulgation of a plan 
that is fair to all classes of creditors and 
stockholders; (3) to weaken the power 
of minority interests to block desirable 
reorganization plans; and (4) to give 
the Interstate Commerce Commission 





> Fifteen Per Cent Case, 1937, 178 I. C. C. 5393 179 
I, C, Co ars. 

6 A striking instance was the Chicago, Milwaukee & 
St. Paul reorganization. The Commission more or less 


power to participate in the formulation 
of the plan, instead of leaving the Com- 
mission in the embarrassing position of 
being obliged to approve or disapprove a 
plan already worked out by reorganiza- 
tion committees and approved by the 
security holders. The Commission, 
under the present law regulating se- 
curity issues, has approved of several 
reorganization plans that left the rail- 
road companies with an unsound finan- 
cial structure. The Commission did 
this because the financial structures 
were somewhat improved by the re- 
organization and the Commission hesi- 
tated to refer the matter back to the 
reorganization managers and committees 
for the working out of new plans, thereby 
undoing the labor of years.® 

Provisions of the Act. The provisions 
of the Relief of Debtors Act, in so far as 
they relate to railroad reorganizations, 
may be summarized as follows: 

(1) A petition stating that the rail- 
road corporation is insolvent, or that it 
is unable to meet its debts, and that a 
reorganization is desirable may be filed 
with the proper federal court by the 
corporation, or by creditors of the cor- 
poration having claims of not less than 
5% of all the railroad’s indebtedness. 

(2) Upon approving the petition the 
court may appoint a trustee or trustees 
who shall be responsible for the manage- 
ment of the property. The trustees 
must be chosen from a panel of persons 
qualified for such service and selected 
by the Interstate Commerce Commis- 
sion. The trustees first receive a tem- 
porary appointment. After a public 
hearing, at which any creditor or stock- 
holder may be heard, these trustees or 
other trustees are given a permanent 
appointment. 





apologized for approving an unsound reorganization, 
and four commissioners dissented from the approval of 
the plan. 
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(3) The Interstate Commerce Com- 
mission must recommend a plan of re- 
organization. This is to be done after 
a public hearing at which the debtor, 
the trustees, and any class of creditors 
may present a plan.’ 

(4) The plan of reorganization must 
be accepted by creditors holding two- 
thirds of any claims affected by the 
plan, unless other provision has been 
made for the settlement of their claims. 
Except under certain conditions, ap- 
proval of the plan by holders of two- 
thirds of each class of stock is also 
necessary. If the reorganization plan 
finally accepted by the security holders 
differs from that originally proposed by 
the Commission, the Commission must 
approve the change. 

(5) The plan, in a form acceptable to 
the Commission, and approved by the 
necessary security holders, is then sub- 
mitted to the court for its approval. 
When so approved, the plan is binding. 
This weakens the power of dissenting 
creditors and stockholders. 

(6) When the plan has been carried 
out, and the property conveyed to the 
new corporation, if a new corporation 
is provided for by the plan, the court is to 
discharge the trustees and close the case. 

The reorganization law contains pos- 
sibilities for good. It may remove some 
of the objectionable practices which 
have accompanied railroad reorganiza- 
tions in the past. It was recognized, 
however, by the Interstate Commerce 
Commission when the bill was under 
consideration by Congress that it did 
not go to the root of the difficulties, 
and that more thoroughgoing reform 
would be desirable. Several railroads 


7 Representation in behalf of any class of creditors 
must represent at least 10% of the amount of debt of 
that class. 

8 The new law is severely criticized in Max Lowen- 
thal, “The Railroad Reorganization Act”, 47 Harvard 
Law Review 18 (1933) and by Jos. Weiner, ““Reorganiza- 


are in process of reorganization under 
the new law; others have preferred to 
reorganize under the old procedure. 
Although no reorganizations have been 
completed under the new law, many of 
the objectionable features of past reor- 
ganization procedure are reappearing.® 


Emergency Transportation Act, 19}?3 

This Act consists of two parts. Title I 
contains measures designed to aid the 
railroads in meeting the situation 
brought about by the depression. Title 
II contains important amendments to 
the Interstate Commerce Act. 


I. Emergency Provisions 


The purposes of the emergency pro- 
visions are set forth in the Act as follows: 


“(1) to encourage and promote or require 
action on the part of the carriers and their 
subsidiaries subject to the Interstate Com- 
merce Act, as amended, which will (a) avoid 
unnecessary duplication of services and 
facilities of whatsoever nature and permit 
the joint use of terminals and trackage 
incident thereto or requisite to such joint 
use: Provided, That no routes now existing 
shall be eliminated except with the consent 
of all participating lines or upon order of the 
Coordinator, (b) control allowances, acces- 
sorial services and the charges therefor, and 
other practices affecting service or operation, 
to the end that undue impairment of net 
earnings may be prevented, and (c) avoid 
other wastes and preventable expense; (2) 
to promote financial reorganization of the 
carriers, with due regard to legal rights, so 
as to reduce fixed charges to the extent re- 
quired by the public interest and improve 
carrier credit; and (3) to provide for the 
immediate study of other means of improv- 
ing conditions surrounding transportation 
in all its forms and the preparation of plans 
therefor.” 

To accomplish these purposes the 
office of Federal Coordinator of Trans- 
portation was created. The Coordinator 
tion under Section 77”, 33 Columbia Law Review 834 
(1933). The Act is also criticized, but on entirely 
different grounds, in Rodgers and Groom, “Reorganiza- 


tion of Railroad Capitalization Under Section 77 of the 
Bankruptcy Act,” 33 Columbia Law Review 571 (1933). 
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is appointed by the President with the 
advice and consent of the Senate, or is 
designated by the President from the 
membership of the Interstate Com- 
merce Commission.’ 

The Act also provided for the creation 
of three regional coordinating com- 
mittees—one for each of the three 
territorial groups of carriers, eastern, 
southern, and western. The regional 
committees consist of five regular and 
two special members. The regular 
members are selected by the carriers in 
each group. Each carrier has a vote in 
proportion to its mileage in the group. 
No carrier may have more than one 
representative on the committee. The 
two special members are appointed in a 
manner approved by the Coordinator. 
One member is to represent the small 
railroads, those having operating reve- 
nues of less than $1,000,000 per year. 
The other is to represent the electric 
railways. The special members par- 
ticipate only in matters affecting the 
carriers which they represent. 

Provision is also made by the Act for 
the creation of labor committees for 
each regional group to be selected by 
the railway employees. The Coordinator 
and the regional coordinating commit- 
tees must consult the labor committees 
before taking any action affecting the 
interest of the employees. 

The function of the regional com- 
mittees is to devise ways and means for 
carrying out the economies and elimina- 
tion of waste which the Act was designed 
to accomplish. If the regional com- 
mittees are unable for any reason, legal 
or otherwise, to carry out these purposes 
by voluntary action, they are to recom- 
mend to the Coordinator that he, by 
order, require the necessary things to 
be done. 


9President Roosevelt appointed Commissioner 
Joseph B. Eastman to the office of Federal Coordinator. 


The Coordinator is authorized to 
issue such orders if he finds them con- 
sistent with the public interest, and in 
furtherance of the purposes of the Act. 
Orders of the Coordinator are binding 
in the same manner as orders of the 
Interstate Commerce Commission, and 
they are also in like manner subject to 
court review. Provision is made for a 
review of orders of the Coordinator by 
the Interstate Commerce Commission 
upon petition of any interested party. 
The Commission may confirm, modify, 
or suspend an order of the Coordinator. 
Carriers are relieved from the operation 
of the anti-trust laws, and other laws, 
state and federal (except such as are 
for the protection of public health and 
safety), in so far as may be necessary 
to enable them to carry out any order 
of the Coordinator. The Coordinator, 
however, is not empowered to issue an 
order relieving a carrier from the opera- 
tion of any state laws or order of a 
state commission until state authorities 
have been given an opportunity to pre- 
sent their views. Neither may such an 
order issue unless it is necessary to pre- 
vent or remove an obstruction to or a 
burden upon interstate commerce. A 
fine of not less than $1,000 nor more than 
$20,000 per day is provided for failure 
to comply with orders of the Coordi- 
nator. 

The Coordinator is required by the 
Act to carry on certain investigational 
activities. He is directed to investigate 
and consider other means for improving 
transportation conditions in the country. 
His recommendations are to be sub- 
mitted to the Commission which, in 
turn, will submit them with its own 
comments to the President and to 
Congress. 

A number of additional provisions 
were written into the emergency section 
of the bill before its enactment by 





°*ea7 = Ff = — Fw mh Oe PAC el lclUrelCUelCce 








Congress which were designed to pro- 
tect the interests of labor. In addition 
to the creation of regional labor com- 
mittees these provisions are as follows. 
(1) The number of employees in the 
service Of a carrier may not be reduced, 
by reason of action taken under this 
Act, below the number in service during 
May, 1933 after deducting the number 
removed by death, retirements, or resig- 
nation. The Act also provides that no 
employee shall be deprived of employ- 
ment such as he had in the month of 
May, nor be placed in a worse position 
in regard to compensation by reason of 
any action taken under this Act. (2) 
The Coordinator is directed to establish 
regional boards of adjustment where 
action is taken under this Act making 
necessary such boards. These boards 
are those provided for by the Railway 
Labor Act of 1926. (3) The carriers 
must compensate their employees for 
losses and expenses imposed upon them 
by transfer of work from one locality 
to another. The Coordinator is to pro- 
vide means for determining the amount 
of compensation in such cases. 

The provisions regarding railway labor 
will in all probability prevent the rail- 
roads from making many of the econo- 
mies which would otherwise be possible. 


One of the stated objects of the 
Emergency Act is to promote the 
financial reorganization of carriers. The 
Act contains one provision in further- 
ance of this end. The Interstate Com- 
merce Commission, which has the duty 
of approving loans to carriers by the 
Reconstruction Finance Corporation, is 
directed to approve no such loans if it 
is of the opinion that the carrier is in 
need of financial reorganization. 

The emergency provisions of the law 
are only temporary measures. They 
terminate one year after their effective 
date unless extended by presidential 
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proclamation for one year or a part 
thereof. Under the direction of the 
Federal Coordinator, plans are already 
under way for carrying out the pur- 
poses of the Act. Many of these may 
prove to be of far-reaching significance. 
Investigations are also under way which 
should prove of immense value in shap- 
ing future legislation. 


IT. Amendments to the Interstate Com- 
merce Act 


The amendments to the Interstate 
Commerce Act included in the Emer- 
gency Transportation Act of 1933 com- 
prise (1) a series of changes in the law 
regarding the combination and con- 
solidation of railroads; (2) the enact- 
ment of a different rule of rate-making; 
(3) the repeal of the recapture clause of 
the Transportation Act of 1920; and 
(4) modification of the Valuation Act 
of 1913. 

Railroad Combinations. The provisions 
of the Transportation Act of 1920 which 
relate to railroad combinations were un- 
satisfactory in many respects. Three 
important weaknesses should be pointed 
out in order to understand the changes 
made by the Emergency Transporta- 
tion Act. (1) The former Act had pro- 
vided one set of provisions for ‘“‘con- 
solidations”, i. e., combinations which 
resulted in substituting one corpora- 
tion for two or more pre-existing cor- 
porations, and it provided an entirely 
different and more lenient set of pro- 
visions for acquisitions of control 
through lease or stock ownership. (2) 
No provision was made in the older law 
for combinations through holding com- 
panies, or combinations effected through 
minority holdings by a number of in- 
dividuals or closely related corpora- 
tions. As a result of this situation, a 
considerable number of combinations 
had been effected which were not ap- 
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proved by the Commission, and which 
were directly contrary to the plan of 
consolidation drawn up by the Com- 
mission under the provisions of the Act 
of 1920. (3) The provisions of the 
Transportation Act requiring the capital- 
ization of a consolidated corporation 
not to exceed the value of the con- 
solidated properties, as determined un- 
der the Valuation Act, imposed diffi- 
culties in the way of effecting con- 
solidations since the primary valuations 
of the Commission could not be brought 
up to date without a great deal of delay. 
These difficulties the Emergency Trans- 
portation Act of 1933 sought to remedy. 
Its provisions may be summarized as 
follows: 

(1) All combinations, regardless of 

their form, are brought under a uniform 
rule.'° The inclusiveness of the Act is 
shown by the language used: 
“Tt shall be lawful, with the approval and 
authorization of the commission .. . for 
two or more carriers to consolidate or merge 
their properties, or any part thereof, into 
one corporation for the ownership, manage- 
ment, and operation of the properties there- 
tofore in separate ownership; or for any 
carrier, or two or more carriers jointly, to 
purchase, lease, or contract to operate the 
— or any part thereof, of another; 
or for any carrier, or two or more carriers 
jointly to acquire control of another through 
purchase of its stock; or for a corporation 
which is not a carrier to acquire control of 
two or more carriers through ownership of 
their stock; or for a corporation which is not 
a carrier and which has control of one or 
more carriers to acquire control of another 
carrier through ownership of its stock.” 


(2) Any attempt to effectuate the 
control or management in a common 
interest of two or more carriers except 
in the manner provided for in the Act 
is made unlawful. The prohibition 
applies “‘however such result is attained, 
whether directly or indirectly, by use 


1° The Act strikes out the old requirements and sub- 
stitutes those about to be described. 


of common directors, officers, or stock- 
holders, a holding or investment com- 
pany or companies, a voting trust or 
trusts, or in any other manner what- 
soever.” Control of a carrier by an in- 
dividual or individuals affiliated with 
another carrier whereby the affairs of 
one company may be managed in the 
interest of the other is likewise pro- 
hibited. 

(3) Approval of unifications by the 
Commission is conditioned upon two 
findings: (a) that it “will be in harmony 
with and in furtherance of the plan of 
consolidation” drawn up by the Com- 
mission under the Act of 1920, and 
(b) will promote the public interest. 
The Commission may impose such 
terms and conditions as it finds to be 
just and reasonable. 

(4) Partial exemption from the anti- 
trust laws is granted. When the Com- 
mission approves of a combination, the 
Act provides that the carrier is exempt 
from the anti-trust laws and all other 
prohibitions, state and federal, “in so 
far as may be necessary to enable them 
to do anything authorized or required 
by such order.” 

(5) In order to remove existing ob- 
stacles to the carrying out of the Com- 
mission’s consolidation plan the Com- 
mission is empowered to investigate 
present holdings of railroad stocks and 
to determine if such control has the 
effect of subjecting one carrier to the 
control of another, and if it hinders 
the carrying out of the consolidation 
plan. In case of an affirmative finding 
the Commission may restrict the exer- 
cise of the voting power of such person 
with respect to such stocks to the 
extent necessary to prevent such hold- 
ing from having the undesirable effects. 

(6) If the Commission authorizes a 
corporation which is not a carrier to 
acquire control of any carrier, such 
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corporation becomes subject to the 
provisions of Section 20 of the Inter- 
state Commerce Act relating to reports 
and accounts, and to Section 20a relat- 
ing to the issuance of new securities, to 
the extent deemed advisable by the 
Commission. 


The Rule of Rate-Making. The rule of 
rate-making provided by Section 15a 
of the Interstate Commerce Act is 
repealed and a new and simplified rule 
is substituted. The new rule reads as 
follows: 


“In the exercise of its power to prescribe 
just and reasonable rates the Commission 
shall give due consideration, among other 
factors, to the effect of rates on the move- 
ment of traffic; to the need, in the public 
interest, of adequate and efficient railway 
transportation service at the lowest cost con- 
sistent with the furnishing of such service; 
and to the need of revenues sufficient to 
enable the carriers, under honest, eco- 
nomical, and efficient management, to pro- 
vide such service.” 


The new rule of rate-making differs 
from the old in the following important 


respects: (a) It removes the positive 
command to give the carriers a sup- 
posedly definite income (fair return on 
fair value), a command which could not 
be carried out to the letter, and which 
gave rise to a demand for higher rates 
in times of depression when railway 
revenues were necessarily reduced by 
the decline in volume of traffic. (b) The 
fair-return-on-fair-value doctrine, in- 
stead of being used in the fixing of the 
level of rates for the carriers as a whole, 
is pushed into the background. The 
fair-value rule remains as it was before 
1920, a rule to protect individual car- 
riers against confiscatory rates. For the 
practical task of prescribing a rate- 
level there is substituted the simpler 
but less definite rule to prescribe rates 
which will enable the carriers to provide 
an adequate and efficient transporta- 


tion service. (c) The new rule requires 
the Commission to consider “the effect 
of rates on the movement of traffic’, a 
consideration not mentioned in the old 
act, and one which is particularly im- 
portant during periods of depression. 
Repeal of the Recapture Clause. The 
recapture clause of the Transportation 
Act of 1920 is repealed retroactively, 
and the excess earnings paid to the 
Commission under its provisions are to 
be distributed among the carriers in 
proportion to the share each had paid in. 


The history of the recapture clause 
has been an interesting one. Attacked 
as unconstitutional, the clause was up- 
held by the United States Supreme 
Court in 1924. The Court recognized 
that it was a logical part of the rate 
provisions of the law, which sought to 
base rates on the aggregate property 
values of the railroads as a whole, or as 
a whole in groups, instead of upon the 
value of individual carriers. This is 
why the Court referred to the recapture 
provision as “the key provision” of the 
rate-fixing sections of the Act, and in 
another place as “the heart of the 
plan.””" 

But the plan worked badly in practice. 
Students of regulation have long known 
that it possessed inherent weaknesses. 
In the first place, it could never have 
solved the weak-and-strong-road prob- 
lem. This was for two reasons. It took 
only half the excess earnings of the 
stronger lines, and thus could never 
have completely alleviated the inequal- 
ity in earnings that it sought to remedy. 
But to recapture ali excess earnings 
would have put a premium on in- 
efficiency and uneconomical manage- 
ment. Furthermore, the loaning of the 
recaptured sums to weaker carriers 
was a dubious form of relief. Under 


"1 Dayton-Goose Creek Ry. Co. 0. United States, 263 
U. S. 456 (1924). 
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some conditions, the borrowing of funds 
for capital expenditures might have 
improved the earning position of weak 
lines, but when, as was so often the 
case, the weak position of the road was 
caused by sparsity of traffic or difficult 
operating conditions, there could be 
little prospect of improving earnings 
through capital expenditures. 

At this point a second weakness in 
the provisions appears, although it 
could easily have been remedied. In 
order to qualify for loans from the con- 
tingent fund, the carriers were required 
to put up adequate security, and to 
pay 6% interest on the loan. This 
would have made it impossible for many 
weak roads to qualify for loans, and 
those which could qualify found it 
possible, for much of the period after 
1920, to obtain loans on more favor- 
able terms from other sources. 


Another weakness in the law arose 
from the fact that no averaging of 
earnings from year to year was possible. 
Excess earnings of one year could not 
be offset by inadequate earnings of 
other years. The law recaptured excess 
earnings for each and every year in 
which they appeared. This was par- 
ticularly burdensome to many small 
railroads whose earnings fluctuated from 
year to year. Instances are on record of 
railroads which were in default in the 
payment of interest but which had a 
liability to the government under the 
recapture clause for excess earnings ob- 
tained in particular years. Various 
attempts were made to amend the law 
and exempt the short-line railroads 
from the provisions of the recapture 
clause. With the coming of the de- 
pression, this objection to the recapture 
provisions became of importance to the 
larger and stronger lines, even to those 
which in normal times would have been 
considered as permanently in the re- 


capture class. The depression brought 
home the fact that recapture based on 
the earnings of each year, considered 
independently of the earnings of other 
years, was unfair. This might have 
been remedied by permitting an averag- 
ing of earnings over a period of years, 
but this would have greatly increased 
the administrative difficulties of the 
law. The values and earnings would 
have to be checked for every year instead 
of only for years in which a carrier had 
a probable recapture liability. 

But the most serious practical ob- 
jection to the recapture clause was that 
recapturable earnings were determined 
by relating earnings to value. Half the 
earnings in excess of 6% on the “‘value” 
of the railroad’s property were to be 
recovered. This at once injected the 
whole valuation controversy into the 
administration of the clause. “Fair 
value” is an indefinite term. It involves 
the exercise of judgment in weighing 
“elements of value” varying widely in 
amount, and for that reason it creates 
an administrative difficulty in applying 
the law. It is also provocative of endless 
litigation for there is every reason to 
believe that the railroads would have 
contested nearly every valuation on 
scores of grounds. The insistence of the 
courts that current cost of reproduction 
must be considered in valuation pro- 
ceedings under the recapture clause 
implies that cost of reproduction would 
have to be known for every year in 
which a carrier might be subject to the 
clause. This would have made the 
administration of the clause extremely 
difficult and expensive. After the de- 
cision of the United States Supreme 
Court in the O’Fallon case, which held 
that current cost of reproduction must 
be “considered” in making valuations 
under the recapture clause,” a bill was 


#2 979 U.S. 461-(1929). 
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introduced in Congress prescribing a 
definite “rate base” in lieu of “value” 
for the purpose of administering the 
section. This would have greatly simpli- 
fied the problem of administering the 
clause but would- have involved con- 
stitutional difficulties. 

Finally, the collection of the recaptur- 
able earnings accruing from 1920 to 
1930 would have placed an impossible 
financial burden on many carriers. The 
larger railroads presumably subject to 
the recapture clause had paid practically 
nothing into the fund during this period. 
Commissioner Eastman once estimated 
the total recapture liability of the rail- 
roads as over $378,000,000. But as this 
was based on the valuation method 
used in the O’Fallon case it was an over- 
estimate. But even so, the sum was 
large enough to impose a severe strain 
on the carriers required to raise it dur- 
ing the depression. Presumably they 
should have made provision for the 
payments at the time the excess earn- 
ings were made, even if the exact sums 
due could not be ascertained at that 
time. But they had not done so, and 
to have raised the funds during the 
depression would have been difficult, 
if not impossible. 

The recapture clause was sometimes 
condemned on the ground that many of 
the railroads which were strong be- 
cause of a conservative financial struc- 
ture were not subject to the recapture 
clause since their rate-making value was 
higher than their capitalization. But, 
on the other hand, many railroads 
which were weak—weak because of 
overcapitalization — had recapturable 
earnings. Thus the clause could not 
afford aid to weak carriers that needed 
it. But certainly it could not be argued 
that the credit of the overcapitalized 
roads should be bolstered up through 
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recapture from railroads which earned 
a moderate return on their value, but 
a large return on a conservative capital- 
ization. The recapture clause was not 
designed to cure weakness attributable 
to excessive capitalization. 


In view of the inherent weaknesses of 
and the administrative difficulties en- 
countered in applying the recapture 
clause, it is well that it was repealed. 
It should be recognized, however, that 
the problem the clause was designed to 
solve is still with us. 


Modification of the Valuation Act. 
The Valuation Act of 1913 (Section 19a 
of the Interstate Commerce Act) is 
changed in one respect. In place of the 
obligation imposed upon the Commis- 
sion to bring its valuations up to date 
from time to time, the amended act 
requires the Commission to keep in- 
formed of all changes in property and 
property accounts of the carriers, and 
to keep informed of changes in costs 
and values of railroad property, in 
order that it may revise and correct 
the valuations when deemed necessary. 
In other words, instead of being re- 
quired to keep the valuations up to 
date, the Commission is required to 
have the data from which revised 
valuations can be made, when and if 
necessary. 


On the whole, the amendments to the 
Interstate Commerce Act made by the 
1933 law may be characterized as im- 
provements. It is easy, however, to 
anticipate difficulties in the adminis- 
tration of the revised Section 15a, and 
it is probable that this section will not 
prove wholly satisfactory. But here, as 
elsewhere, criticism may well be de- 
ferred until the accumulation of ex- 
perience in the application of the new 
law. 
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A Fair Rate of Return for a Natural 
Gas Company’ 


By CLYDE OLIN FISHER 


N JUNE 1, 1931 the City of 
@ Cleveland under authority 

granted by the laws of the State 
of Ohio enacted an ordinance regulating 
the prices charged for natural gas for 
domestic use within the City. The 
East Ohio Gas Company, the distribut- 
ing company in the City of Cleveland, 
and its producing affiliate, the Hope 
Natural Gas Company, made an appeal 
from this ordinance to the Public 
Utilities Commission of the State of 
Ohio, as provided by statute. The City 
ordinance, if sustained by the Com- 
mission and the courts, it is estimated, 
would involve for a period of five years 
a reduction in revenues of approxi- 
mately $1,500,000 a year. By special 
arrangement the East Ohio Gas Com- 
pany was permitted to continue its old 
rates pending a finding by the Commis- 
sion, giving bond to refund to customers 
any charges collected in excess of those 
ultimately sanctioned by the Com- 
mission or the courts, in the event of 
appeal thereto. 

During the summer of 1933 the writer 
was invited by the City of Cleveland to 
prepare economic data and to give 
testimony before the Public Utilities 
Commission on a fair rate of return for 
the East Ohio Gas Company. What 
follows is the substance of the informa- 
tion acquired in the study of this par- 
ticular situation. Only a portion of this 
material was presented as evidence 





1In the organization and presentation of evidence 
the writer is indebted for suggestions made by Messrs. 
R. T. Jackson and S. W. Reeder, of the Cleveland, 
Ohio, bar. 


before the Public Utilities Commission 
of Ohio. While the evidence here pre- 
sented relates especially to the gas 
companies serving Cleveland, the prin- 
ciples involved in finding a fair rate of 
return apply to a, much larger area and 
it is hoped that the evidence to follow 
may be of general interest in rate cases. 


I. Is the Natural Gas Industry One of 
Wasting Assets? 

While it is beyond the province of 

an economist to enter into the geological 
aspects of the natural gas industry, it is 
assumed for purposes of this analysis 
that the industry does not face the 
likelihood of an exhaustion of resources 
within the near or calculable future. A 
large body of evidence is available in 
support of this position. To cite only a 
few illustrations, Moody’s Manual for 
Public Utilities contains the following 
statement? 
“With the discovery of immense resources 
of natural gas, the fear that exhaustion of 
oer would prohibit the extensive de- 
velopment of the industry has passed and 
today it is estimated by geologists that the 
country’s supply is sufficient for many 
years to come. 

The Public Utilities Commission of 
Ohio is apparently in accord with this 
general statement. In its Annual 
Report for 1932 it said:3 
“However, gas seems now to be such an 
assured product that for the purposes of the 
present consideration it may be regarded 
almost as reliable as a water supply.” 





2 Moody’s Manual for Public Utilities, 1932, chapter 
on “The Natural Gas Industry”. 

3 Annual Report, Public Utilities Commission of 
Ohio for 1932, p. 46. 
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While the writer holds no brief for the 
accuracy of this comparison, the con- 
clusion, stated in connection with liti- 
gation involving a natural gas company 
in Columbus, is a generalization by the 
Commission based upon expert geolog- 
ical testimony presented to it and is 
sufficiently broad to warrant applica- 
tion to a company serving the City of 
Cleveland. 


Even if the above statements are dis- 
counted, a more significant indication 
of the absence of any prospect of a 
speedy exhaustion of the natural gas 
used to supply this section is found in 
the construction, within the past few 
years, of new pipe lines designed to sell 
in the cities of Washington, Baltimore, 
and Philadelphia natural gas produced 
in West Virginia. Since gas sold in 
these new markets would be subject to 
price regulation, a reasonable assump- 
tion is that the large investment could 
not be expected to amortize itself except 
over a period of years. Among the 
companies financially interested in these 
new pipe lines is the Standard Oil 
Company (New Jersey), the owner of 
100% of the stock of the natural gas 
companies serving the City of Cleveland. 
It is unthinkable that business leaders 
with the acumen credited to the Stand- 
ard Oil group would invest millions of 
dollars in an enterprise to find new 
markets for West Virginia gas if they 
anticipated an exhaustion of the supply 
within the near future. 


For purposes of ascertaining a fair 
rate of return for a natural gas company 
serving the City of Cleveland, therefore, 
little consideration need be given to 
what is usually designated as the 
“wasting asset” nature of the industry. 
At any rate, in the analysis which fol- 
lows it is assumed that there is no 
special hazard of this character. 


II. Factors Governing a Fair Rate of 
Return 


A. Legal Principles. The Supreme 

Court of the United States in Blue Field 
Water Works and Improvement Com- 
pany v. Public Service Commission of 
West Virginia, 262 U. S. 679 (1923), 
said: 
“A public utility is entitled to such rates 
as will permit it to earn a return upon the 
value of the property which it employs for 
the convenience of the public equal to that 
generally being made at the same time and 
in the same general part of the country on 
investments in other business undertakings 
which are attended by corresponding risks 
and uncertainties. But it has no constitu- 
tional right to profits such as are realized 
or anticipated in highly profitable enter- 
prises or speculative ventures.” 


While the Supreme Court in the same 
decision suggested as another criterion 
the cost of attracting capital adequate 
for maintaining the corporation’s credit 
under efficient management, in the 
analysis that follows the evidence is 
based chiefly upon the quotation given 
above. This does not imply that no 
consideration is to be given to the cost 
of acquiring capital; the contention 
here made is that the utility, if per- 
mitted to earn a return as suggested 
above, will find itself in a position to 
attract whatever capital may be needed 
for expansion and desirable improve- 
ments, if the utility is located in a 
prosperous community which shows no 
prospect of decadence. 

B. Economic Considerations. Speaking 
in general terms, the important factors 
which determine a fair rate of return 
may be listed as follows: (1) whether 
the particular business under considera- 
tion is in the developmental, experi- 
mental, or what is frequently char- 
acterized as the exploitation stage, or 
whether it is old and well established so 
that pioneering hazards no_ longer 
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obtain and there is no prospect of a 
dwindling market; (2) whether the 
territory under consideration is well 
settled and well developed from an 
economic point of view; (3) whether 
the particular company under con- 
sideration is among the leaders in that 
industry, or in other words, representa- 
tive of the older and better established 
units of the industry; (4) the trend in 
rates of return for businesses generally, 
as a result of fundamental changes in 
economic conditions in one period of 
time as contrasted with another; (5) 
the financial soundness and _ intercor- 
porate affiliations of the business unit 
under consideration. 


III. The Natural Gas Industry Now 
Well Established 


The natural gas industry has long 
since passed the experimental or ex- 
ploitation stage in its development. For 
30 years it has enjoyed a rapid but 


consistent, orderly, and stable growth 
until it has become one of the major 
industries in the United States. This is 
illustrated in striking manner by the 
record of growth of natural gas produc- 
tion and marketing, as presented in 
tabulated form in Moody’s Public Util- 
ities (1932).4 This table shows not only 
a remarkable growth but a record of 
stability which is not equaled by many 
other types of economic enterprises for 
the period in question. This stability 
of growth in business and earnings is 
especially notable in the production 
and sale of natural gas for domestic 
consumption. The natural gas business 
has taken its place as one of the best 
established and most stable industries 
in the country. 


P; a1ax: 
5 See table in Moody, Pudlic Utilities, 1932, at p. L. 
6 Moody’s Manual for Public Utilities, 1932, p. L. 


IV. The Natural Gas Industry in the 


Eastern Territory 


The so-called eastern territory for the 
natural gas industry embraces Ohio, 
Pennsylvania, West Virginia, Kentucky, 
and within recent years has been ex- 
tended into parts of New York State. 
This territory is the oldest, best de- 
veloped, and best established division 
of the natural gas industry. Not only 
does it show an orderly development and 
stability in the producing field, but it 
enjoys a decided advantage in that it 
has the greatest density of population, 
the highest industrial development, the 
greatest per capita wealth, the greatest 
general economic stability, the largest 
supply of capital, and the best developed 
and most diversified economic life of 
any territory served by the natural gas 
industry. All these factors make it the 
most attractive field for conservative 
investment in the natural gas industry. 


The natural gas industry in the 
State of Ohio occupies as favorable, and 
perhaps the most favorable, position of 
any section in the eastern fields. The 
importance, stability, and favored posi- 
tion of the natural gas industry in 
Ohio are reflected in a number of ways. 
Ohio has the largest total domestic 
consumption of natural gas in m. c. f. 
of any state in the Union.® The contrast 
between Ohio and California indicates 
the favored position occupied by the 
natural gas industry in the former state. 
Moody gives the following data for 


193035 


Number of | Domestic __ Industrial 


Domestic Sales Sales 
Customers (M.C.F.) (M.C. F.) 


1,239,000 90,879,000 34,937,000 


California.... 1,330,000 47,519,000 287,270,000 


Ohio, although having slightly fewer 
domestic consumers than California, had 
a consumption for domestic purposes 
approximately twice as large as that of 
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California. And it is the domestic sales 
which are not only more stable but also 
more profitable than industrial sales 
which meet greater price competition 
from alternative fuels. 

The principal interstate movement of 
natural gas in the United States is 
from West Virginia to Ohio. Ohio has 
enjoyed a more steady and consistent 
growth in the sale of natural gas for 
domestic consumption than has any 
other state.’ The Ohio territory is 
among the most highly developed, well 
established, and best balanced sections 
in the United States. No state enjoys 
an economic life, the elements of which 
are more favorable to a natural gas 
company than in Ohio. There is a 
large production within the State. These 
large Ohio markets are adjacent not 
only to the producing fields in Ohio, 
but to the large gas fields in West 
Virginia. A high percentage of do- 
mestic consumption with its greater 
stability and freedom from industrial 
fluctuations creates an unusually favor- 
able field for natural gas production 
and_ distribution. The agricultural 
development in Qhio is also far beyond 
the average for the United States. In 
1925 the average value of land and 
buildings per acre for the United States 
was $53.52. At the same time the figure 
for the State of Ohio was $87.57.° This 
is an added factor of stability for the 
great industrial development of the 
State. 


V. The Position of the East Ohio Gas 
Company and the Hope Natural 
Gas Company in the Eastern 
Field 
The business of the East Ohio Gas 
Company, both production and dis- 





7See Commerce Yearbook, 1932, United States De- 
partment of Commerce, Table 54 at p. 257. 

8 Market Data Handbook of the United States, 1929, 
Pp. 162-163. 
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tribution, is confined to the State of 
Ohio. The business of the Hope Natural 
Gas Company, although located physi- 
cally in the State of West Virginia, so 
far as it is involved in this litigation, is 
in reality an Ohio business and reflects 
the market and business conditions of 
Ohio. The Ohio territory served by 
the East Ohio Gas Company and its 
affiliate, the Hope Natural Gas Com- 
pany, may be characterized accurately 
as the ‘“‘cream of the Ohio territory,” 
and indeed of the entire eastern terri- 
tory. Certainly from the standpoint of 
density of population, industrial de- 
velopment, per capita wealth, abun- 
dance of capital, and general economic 
stability, the territory served by these 
companies is superior to that served by 
any other natural gas company in 
Ohio. The East Ohio Gas Company 
sells gas in some 56 cities and smaller 
municipalities. These include the largest 
city and the largest metropolitan area 
in Ohio and many other relatively large 
cities such as Akron, Youngstown, and 
Canton. No other natural gas company 
in Ohio, and indeed in the United 
States, has such a market. The East 
Ohio Gas Company has more domestic 
consumers than any other natural gas 
company in the United States.° 

The City of Cleveland constitutes 
an especially favorable market for a 
natural gas company. This is indicated 
by the diversification of industries and 
the steady growth of population and 
business. Among the more important 


industries are textiles, iron and steel, 


lumber, paper and printing, chemicals, 
metal products, all kinds of labor- 
saving machinery, and various types of 


9 The Consumer Survey of American Gas Industries, 
for January, 1932, shows 6 natural gas companies each 
of which had more than 100,000 consumers. The East 
Ohio Gas Company sold to 476,982 consumers. Its 
nearest competitor in size, the Ohio Fuel Gas Company, 
had 204,683 consumers. 
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vehicles for transportation, including 
shipping. Cleveland has enjoyed a 
consistent and steady development. Its 
growth in population has been accom- 
panied by a corresponding economic 
development. This is attested by the 
growth of postal receipts, the steady 
expansion in the number of business 
concerns, the rapid increase in the value 
added to goods by the process of manu- 
facture, the trend of bank debits to 
individual accounts, and the compara- 
tive stability of employment and pay- 
rolls in the period prior to the present 
depression. Facts in support of these 
contentions appear in Table I. 

The growth of population for the 
Cleveland metropolitan district from 
1920-1930 exceeded the average for all 
metropolitan districts in the United 
States.'!° The density of consumers in 


Ms5th Census of the United States, Metropolitan 
Districts. Population data in 1932 give an increase of 
24.9% for metropolitan districts of the United States 
and 27.7% for metropolitan Cleveland. 


relation to population in the City of 
Cleveland is greater than that in any 
other large city served by the natural 
gas industry in the United States. The 
records show one meter for every four 
people in the City. 

The above conditions in the eastern 
field, and particularly in the territory 
served by the East Ohio and Hope 
Natural Gas companies, reduce the 
element of hazard for investment to the 
minimum and justify a correspondingly 
low rate of return. 


VI. Earnings of Industrial Corporations 
for Years 1930, 1931, and 1932 


The National City Bank of New 
York publishes annually in its Monthly 
Bulletin for April figures showing the 
net earnings and the rate of return for a 
large number of industrial corporations 
operating in the United States. While 
there is considerable doubt as to the 
accuracy of any such data, those pre- 
sented by the National City Bank are 




















TaBLe I. Merropo.itan CLEVELAND AS A MarKET For Natura Gas 
(Miscellaneous Data—Annual Figures) 
| | Growth Growth in 
| in Bank Debits 
Number to Individual 
| of Busi- Value Accounts 
Growth ness Added to Growth of in Cleveland 
| of Popu- Postal | Con- Goods by Manufacturing (Before 
Year | lation* Receipts* | cerns* Manufacture* Wages* Depression) t 
SS eR ae epee ae Selena BIB ORT OOO! |e osc nested cee 
eS errr e | ee ee ORRIN ater | iris ies Fa oee OD Paes mendes fe 
ONS) Aenea gun artes ieee: | $154,016, 121 ee eet. 
CORO Le oicirs ce eel Uae eas as RR ote ere ee Sari eae ren SEL BOG 8 70 sc 2 sie io oct rns 
1920 | 796,841 Bn U1 re | sik, age eso dostset heed ae? eo eS REE ea eee ae ao 
0) 2 ee Cn Cee ene | Boy Wen ey i Ge re rc) Rm 
Ee ER Bam he | cen a et fe Ci ey Salma aero ergy eer | rc ee ce Me Pee meme ce eer 
RR 2) 3 tata el Par crete Anam 8 Nee | Re eh te AMR an AOS: ROR ART OAD irik csc locales cpreleteles e8 
BOON  licsicavg-caahe 8,013, 102.00 GEO) IP). 3s sic $8 ony 9a tolephateta clctatee ons evel tere caieun tag sees tratens 
EE Sener! SBR hin Wer ee: Py lee (i) RRP Tae 202,533,410 | $8,300,225,000 
SE ORE ee) Pe geet eer Be ne Mier pea eR ays fe err nee ge 9,019, 632,000 
7s ah Re eee (maar Rare riek PG Rama GN ALES oi AP ee ear 201,092,055 9, 628,274,000 
A ae 9, 880,724.00 EG; lead OE PRN Pon orn eee 10, 268 , 424,000 
RE 53 akong iors 10, 122,212.97 Bb bite tac te eos po wtae ec simanen 11,907,995, 000 
1930 ae Se ener mee MODE rears FP NE Ne aCe Re eC Oey eros Torun oor 























* Data derived from 4 Decade in the History of Cleveland, Cleveland Chamber of Commerce. 


+ Depression year. : ; 
t Monthly Business Review, Federal Reserve Bank of Cleveland, using February issues to get comparable data. 


§ Census does not report later data. 
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at any rate indicative of the general 
trend. The figures published in the 
April, 1932 Bulletin apply to 1,620 cor- 
porations for the years 1930 and 1931. 
Figures published one year later give 
the data for 1,810 corporations for the 
years 1931 and 1932. It follows, there- 
fore, that two figures are given for the 
year 1931, that is, those for 1,620 cor- 
porations made public in 1932 and those 
for 1,810 corporations made public in 
1933. These tables show a rate of return 
in 1930 of 6%, in 1931 of 2.6% (2.4%, 
if the 1933 report is used), and in 1932 
of 0.2%. This would give an unweighted 
simple arithmetic average of 2.9% for 
the three-year period 1930-1932. Ifa 
similar computation be made for the 
average earnings as related to net worth 
for a five-year period beginning in 1928 
the result is a simple unweighted aver- 
age of 6.1%. These figures present a 
striking picture of the downward trend 
of earnings over the past few years. 


There is reason to believe that the 
ratio of earnings to net worth, as pub- 
lished by the National City Bank, is an 
overstatement of the facts. A number of 
reasons suggest this conclusion. In the 
first place, the corporations represented 
on this list are in the main those with 
large capital and a wide distribution of 
ownership, and hence of interest to a 
wide group of the public. The list of 
corporations is also unduly weighted by 
companies occupying a semi-monopo- 
listic position and consequently enjoy- 
ing somewhat more generous returns 
than average competitive enterprises 
received. Manufacturing corporations 
are given undue weight in contrast 
with trading and mining enterprises, 
the earnings for which in this period 
have been especially low. The tables 


'' Professor Bonbright, in his testimony before the 
Wisconsin Public Service Commission, in the Wis- 
consin Telephone Company Case, 2-U-35 (pp. 1516- 














FAIR RATE OF RETURN FOR A GAS UTILITY 27 


are compiled very hurriedly and this in 
itself gives undue weight to the success- 
ful corporations, for unsuccessful cor- 
porations tend in many instances to 
delay their reports because of their re- 
luctance to give publicity to losses. 
Also the rate of return is figured on the 
net worth at the beginning of the year 
rather than the average net worth 
throughout the year." 


VII. Earnings and Net Profits of all 
Member Banks in the Federal 
Reserve System 


The Federal Reserve banking system, 
in its annual reports and in monthly 
bulletins, has reported the ratio of net 
profit to capital funds and to earning 
assets for the years 1923-1931. For some 
unknown reason the figures for 1932 
have never been published. Students 
of banking are convinced by their in- 
vestigations, however, that earnings for 
the year 1932 were in reality lower than 
those for 1931. 

The term “capital funds” as used by 
the Federal Reserve Board includes 
what is ordinarily known as the owner’s 
equity, that is, capital, surplus, and un- 
divided profits, including reserves for 
dividends and contingencies, but ex- 
cluding reserves for taxes, interest, and 
other accrued expenses. “Earning as- 
sets” as reported by the Federal Re- 
serve Board is a total of loans and in- 
vestments made by the banks. 

The net profits of all member banks in 
the Federal Reserve System per $100 
of earning assets and per $100 of capital 
funds are presented in Table II. 

An examination of this table shows 
that the member banks of the Federal 
Reserve System in 1930 made net profits 
of 87 cents per $100 of earning assets 


1518), said that the statistician in charge of this work 
for the National City Bank had admitted an over- 
statement of earnings for the reasons listed above. 
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and in 1931 the corresponding figure 
was 4 cents. Likewise, for the same two 
years the net profits per $100 of capital 
funds were $4.56 and Ig cents, re- 
spectively. If it be assumed that the 
net profits for 1932 were identical with 
those for 1931, it follows that in the 
five-year period from 1928 to 1932 all 
member banks earned an average of 
71 cents on each $100 of earning assets 
and an average of $4.53 on each $100 
of capital funds. 

TABLEII. EARNINGS AND NET PROFITS OF ALL MEMBER BANKS 


IN FEDERAL RESERVE SYSTEM* 
(In 000's) 





Capital 
Stock 
Surplus 
and Un- 
divided 


Net Profit | Net Profit 
Per $100 | Per $100 
Earning Capital 

Assets 





$4,380,074 | $1.20 
4,491,663 32 
4,589,294 -41 
4,820,129 -39 
5,162,702 .36 
5,622,312 -45 
6,360, 306 .56 
6,722,782 .87 
6,395,866 -O4 











* Annual Report, Federal Reserve Board for 1931, Table No. 
7 


7: 

Neither “capital funds” nor “earning 
assets” corresponds exactly to the rate- 
base upon which a public utility cor- 
poration is permitted to earn a fair 
return. “Capital funds” constitutes the 
owner’s equity in a corporation. It 
follows, therefore, that an average return 
of $4.53 per $100 of capital funds would 
indicate a much lower rate of return on 
what would correspond to the rate- 
base for a public utility corporation. 
Earning assets correspond more nearly 
to the rate-base of a public utility cor- 
poration than do capital funds. But 
earning assets do not include the funds 
invested in bank building, the reserves 
against deposit liabilities, and cash in 
the vault. These three items would be 
included in the rate-base for a public 
utility corporation. It follows, there- 
fore, that an average return of 71 cents 
on $100 of earning assets would indicate 


a somewhat lower rate of earnings on 
what is known as the rate-base for a 
public utility corporation. The only 
conclusion to be deduced from these 
official figures, as published by the 
Federal Reserve Board, is that capital 
invested in member banks throughout 
the country has enjoyed only a very 
low rate of return, and a rapidly de- 
creasing rate during the past few years. 


VIII. Return on Invested Capital for the 
Decade 1920-1929 


It is sometimes suggested that public 
utility corporations have no share in the 
feast of prosperity and therefore should 
not be required to partake of the famine 
during depressions. Until a few years 
ago no reliable objective data were 
available to support or to refute this 
line of argument. In 1932 Professor 
Nerlove, of the University of Chicago, 
on the basis of studies made while em- 
ployed as an expert in the Bureau of 
Internal Revenue of the United States 
Government, published data which seem 
to be reliable and which, if true, con- 
stitute an effective answer to the so- 
called “feast and famine” argument. 
Professor Nerlove’s figures appear in 
Table III. Professor Bonbright, in his 
testimony before the Wisconsin Public 
Service Commission, gave figures for 
1926-1928 which correspond closely with 
the results reached by Professor Nerlove. 

Using Professor Nerlove’s figures, it 
will be seen that during the decade 
1920-1929 earnings on invested capital 
averaged 6.6%. For the years 1926- 
1928, a remarkably prosperous period, 
Bonbright finds an average of 6.6% for 
all corporations. In view of the fact 
that this decade, in spite of the de- 
pression of 1921, was one of the most 
prosperous in our entire history, these 
figures serve to dissipate the illusion of 
enormous profits earned on the average 
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*Nerlove, 4 Decade of Corporate Incomes (Chicago: 
University of Chicago Press, 1932), p. 40. Figures 
were derived from returns of corporations reporting 
taxable incomes in 1920. These figures were adjusted 
to allow for those reporting no taxable income at that 


time. 
+ Testimony in 2-U-35, Wisconsin Telephone Com- 


pany hearing, p. 1530. 

t Rough estimate made by Nerlove and quoted by 
Bonbright in Wisconsin Telephone Company hearings, 
2-U-35, pp. 1543-1550. 
by unregulated industry in America. 
It is striking to note the degree to which 
the earnings for corporations in general 
compare with those for public utility 
corporations. The “feast and famine” 
argument, therefore, loses much of its 
significance as a basis for the claim to 
complete protection and insulation from 
the losses of a depression period for 
regulated public utility corporations. 


IX. Earnings of Invested Capital in the 
Cleveland Area 


A. Banks. The Federal Reserve Board, 
through the Federal Reserve Bulletin, 
has made public from time to time the 
earnings of member banks in each of 
the Federal Reserve districts. These 
earnings have been computed by the 
Federal Reserve Board as the ratio of 
net profits to each $100 of capital funds. 
In the same bulletins, the Board has 
published the ratio of earning assets 
to capital funds. It is possible, there- 


fore, to compute the net profit per $100 
of earning assets and thereby get a 
picture for each of the federal reserve 
districts similar to that which the Board 
has published for the member banks of 
the system as a whole. Table IV pre- 
sents the data for member banks of the 
Cleveland Federal Reserve District for 
the years 1928-1931, inclusive, no data 
having been published for the year 1932. 


TasBLe IV. Earnincs or MemBer BANKS, CLEVELAND 
FEDERAL RESERVE District 








Net Profits | Net Profits 
per $100 er $100 
Capital fais 
Funds* Assetst 


Ratio of 
Earning 
Assets to 
Capital 
Funds* 


Year 
Ending 





$8.02 
8.39 


$1.32 
1.45 


June 30, 1928f 6.07 


Dec. 31, 1929§ 
Dec. 31, 19309 
Dec. 31, 1931|| 


5.78 
5.56 
5.45 





5.70 
1.40 





1.02 
25 








* Data in Columns 2 and 3 are given in the Federal 
Reserve Bulletin. Figures in Column 3 are subject to 
slight changes after the lapse of one year when adjust- 
ments have been made. In no case does the change 
assume sufficient proportions to invalidate the results 
shown in the general picture. 

{ Figures in Column 4 are derived by dividing 
figures in Column 3 by those in Column 2. 

t Federal Reserve Bulletin, December, 1928. 

§ I[bid., July, 1930. 

q Tbid., July, 1931 

|| Ldid., June, 1932. 

An examination of this table shows 
that for the years 1930 and 1931 the 
member banks of the Cleveland district 
derived net profits of $5.70 and $1.40, 
respectively, on each $100 of capital 
funds. Likewise, for the same years, 
the net profits per $100 of earning 
assets were $1.02 and 25 cents, respec- 
tively. If it be assumed that the earn- 
ings for 1932 were identical with those 
for 1931—and indications are that they 
were lower in 1932 than in 1931—the 
average earnings per $100 of capital 
funds for the five-year period (1928- 
1932) were $4.98 and the average net 
profits per $100 of earning assets 86 
cents. Capital funds and earning assets 
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of the member banks of the Cleveland 
Federal Reserve district have the same 
relation to what is known as a rate- 
base for a public utility corporation as 
was indicated above in connection with 
the net profits for member banks of the 
Federal Reserve System as a whole. 


Although the Hope Natural Gas 
Company, the producing affiliate in 
West Virginia from which the East 
Ohio Gas Company derives a portion of 
its gas, is not geographically a Cleve- 
land corporation, nonetheless, in so far 
as the property of the producing com- 
pany is affected by the Cleveland litiga- 
tion, it is in reality a Cleveland business 
and reflects economic and _ industrial 
conditions in that City. If, however, 
the Hope Natural Gas Company be 
considered a West Virginia enterprise, it 
is of some interest to note the earnings 
of member banks for the Richmond 
Federal Reserve District in the period 
from 1928-1931, inclusive. 


Table V, compiled in the same manner 
as Table IV, shows the net profits per 
$100 of capital funds and the net profits 


TasLe V, Earnincs oF MemBer Banks, RICHMOND 
FEepERAL REsERVE District 








Ratio of 
Earning 

Assets to 
Capital 

Funds* 


Net Profits 
per $100 
Earning 
Assets Tt 


Net Profits 
per $100 
Capital 
Funds* 


$6.71 
5.81 


4-23 
(loss) 1.85 


Year 
Ending 





$1.20 
1.05 

.80 

(loss) .35 


June 30, 1928 
Dec. 31, 1929§ 
Dec. 31, 1930] 
Dec. 31, 1931|| 


5-59 
5.53 
5.30 
5.24 














*Data in Columns 2 and 3 are given in the Federal 
Reserve Bulletin. Figures in Column 3 are subject to 
slight changes after the lapse of one year when adjust- 
ments have been made. In no case does the change 
assume sufficient proportions to invalidate the results 
shown in the general picture. 

t Figures in Column 4 are derived by dividing figures 
in Column 3 by those in Column 2. 

t Federal Reserve Bulletin, December, 1928. 

§ [did., July , 1930. 

q [bid., July, 1931. 

|| Zéid., July, 1932. 


per $100 of earning assets for each year 
from 1928-1931. As indicated above, no 
data are available for the year 1932. 


An examination of this table shows 
that the net profits per $100 of capital 
funds for the member banks of this 
district were $4.23 in 1930 while in 1931 
a loss of $1.85 was incurred. Similarly, 
calculation of the net profits per $100 
of earning assets for these two years 
showed 80 cents in 1930 and a loss of 
35 cents in 1931. If it be assumed here 
as above that the profits for 1932 were 
identical with those for 1931, then the 
member banks of the Richmond dis- 
trict had for the five-year period (1928- 
1932) an average net profit of $2.61 
per $100 of capital funds and 47 cents 
per $100 of earning assets. 


If, in finding a fair rate of return for a 
gas company whose product is generated 
in the West Virginia district and sold 
in the Cleveland district, any considera- 
tion be given to the earnings of capital 
invested in member banks of the Fed- 
eral Reserve System, it is apparent 
that. the utility could not anticipate 
any very generous return during this 
period of depression. 


B. Cleveland Industrial Corporations. 
For purposes of comparison, an attempt 
was made to find out the trend of earn- 
ings and the rate of return on invested 
capital for industrial corporations in 
Cleveland from 1928-1932, inclusive. 
For this purpose a list of all industrial 
corporations in the City of Cleveland 
employing 100 or-more persons was 
checked against Moody’s Jndustrials 
for net earnings during each of these 
years. As the study progressed it was 
quite apparent that a great many of 
these industrial corporations did not 
report their earnings consistently from 
year to year. Also, some of the cor- 
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porations reported earnings under the 
name of a consolidated unit rather than 
under the name by which they did 
business in the City of Cleveland. Out 
of 320 corporations named in the Cleve- 
land Chamber of Commerce list it was 
possible to get the figures for net earn- 
ings for each year of the five-year period 
for only 43 industrial corporations. 
Through the information contained in 
Moody’s, supported by consultation 
with Cleveland business men, 11 of 
these 43 corporations were removed 
from the list as not representative of 
Cleveland industry, judged by the pro- 
portion of their business done in the 
Cleveland area. There remained 32 
Cleveland industrial corporations, a sub- 
stantial portion of the business of which 
was done in the Cleveland area, i. e., 
enough business to constitute these 
corporations typical Cleveland enter- 
prises. 


Table VI gives a summary of the 
findings with reference to these 32 
Cleveland industrial corporations. It 
will be noted that from 1928-1932 the 
net earnings decreased by 120%. Also, 


Tasie VI. Earnincs oF 32 CLEVELAND INDUSTRIAL 
CorroraTIONS 








Percentage 
Earnings to 
Net Worth 


11.637% 
11.527 
6.171 


Net Worth Earnings 





ie 
$389, 555,618 | $45,333, 185 


421, 520,125 | 48,486,214 
374,099,985 | 23,087,525 
367,785,952 | 8,351,458 
335,029,383 |(d) 9,078,202 


2.271 
(d) 0.783 








Decrease 1928-1932=120+ % 
Average 1928-1932= 5.779% 





using the figures published by these 
companies as to their net worth (owner’s 
equity), the earnings were computed as 
a percentage of net worth. This indi- 
cated a deficit in 1932 and for the five- 
year period an average return of 5.779%. 


Industrial capital in the City of Cleve- 
land since 1930 has apparently not 
fared so generously as has the capital 
invested in member banks of the Fed- 
eral Reserve System. It should be 
noted, further, that these data apply in 
general to the more successful industrial 
corporations, those which reported earn- 
ings during the depression years. Many 
other corporations reported earnings 
prior to 1930 and thereafter gave no 
reports. A fair presumption is that the 
failure to report reflected such lack of 
earnings as to make the corporations 
reluctant to give publicity to losses. 


C. Cleveland Mercantile Establish- 
ments. In addition to the net earnings 
for industrial corporations and banking 
corporations, an effort was made to 
ascertain the earnings for mercantile 
enterprises in Cleveland for the five- 
year period from 1928-1932. It soon 
developed, however, that the reluctance 
of mercantile establishments to publish 
reliable information would make such a 
study extremely difficult, and perhaps 
impossible for any large number of 
enterprises. It was possible, however, 
to secure from the Harvard University 
Bureau of Business Research aggregate 
figures showing net profit or loss for 
certain mercantile establishments in 
Cleveland which had granted permis- 
sion to release these data in the aggre- 
gate form, in no case indicating the 
identity of the reporting enterprise. 
The Bureau of Business Research in 
reply to a request for such information 
canvassed the mercantile establishments 
reporting to it in the Cleveland area 
and secured from five department stores 
and specialty shops permission to re- 
lease the aggregate figures. No data 
have been secured as to net worth of 
these enterprises and the figures are 
significant only in showing the trend. 
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The net profit or loss for each of the 
five years is as follows: 


1928-Profit. . $638 ,522 
1929-Profit. ..781,150 
1930-Loss..( 448 ,423) 
1931-Loss. .(1 ,211 ,086) 
1932-Loss. . (1 ,583 .353) 


This summary shows that earnings for 
these particular mercantile establish- 
ments, the only ones for which data 
could be secured, decreased from a net 
profit of $638,522 in 1928 to a net loss 
of $1,583,353 in 1932; in other words, a 
decrease over the five-year period of 


347:9%-” 


X. The Credit, Financial Standing, and 
Condition of the East Ohio and 
Hope Natural Gas Companies 
in the Industry 


A. East Ohio Gas Company. An 
examination of various exhibits intro- 
duced by the Company and by account- 
ants and engineers for the City of 
Cleveland shows that the business of 
the East Ohio Gas Company has been 
long established, highly stable, very 
profitable, and that the Company has 
had in the past and continues to have 
the highest credit rating. 

The capital structure of the East 
Ohio Gas Company consists of $28,500,- 
ooo of common stock and $10,000,000 
of 7% preferred stock, all stock of both 
kinds being owned entirely by the 
Standard Oil Company (New Jersey). 
The Company has no bonded indebted- 
ness and on June 30, 1931 showed a 
surplus of more than $6,000,000 and 
reserves of more than $30,000,000. It 
carried on its books a demand loan made 
to the parent corporation at 3% in the sum 
of $6,113,012.92. The Company has paid 
regularly the 7% dividend on the pre- 


12The Harvard Business Bureau computes net 
profit after the deduction of 6% for investment in 


ferred stock and the dividends on com- 
mon stock from 1923-1932, inclusive, 
aggregated 115%, or an average of 
11.5% annually. The strong financial 
position of the Company, together with 
its records of earnings and dividend 
payment, would therefore entitle it to 
the highest credit rating if the public 
were permitted to participate in its 
capital financing. 


B. Hope Natural Gas Company. The 
history of the Hope Natural Gas Com- 
pany, like that of the East Ohio Gas 
Company, shows that the business of 
this Company has been established for 
many years, that it has been highly 
stable, very profitable, and that the 
Company has had through the past 
years and continues to have the highest 
credit rating. The data compiled by 
accountants for the City of Cleveland 
show that on June 30, 1931 the Hope 
Natural Gas Company had capital stock 
of $27,969,300 and that it had no bonds 
or preferred stock. Surplus and re- 
serves aggregated $41,701,750.38. United 
States securities were held in the amount 
of $6,873,964.56 and total current assets 
amounted to $17,984,087.16. From 
1920-1932, inclusive, the Company paid 
dividends in the aggregate of 255.6% 
on its capital stock or an average for the 
12-year period of 19.66% annually. 
Such a strong financial position, in view 
of the earnings and dividends of the 
Company, give to it a credit position of 
the best quality. Also, the substantial 
holdings of government securities and 
other liquid assets relieve this Company, 
as well as the East Ohio Gas Company, 
of the necessity of, going into the market 
to attract new funds for development 
and expansion or of borrowing from the 
parent company. 


inventory. In this case, however, no significance 
attaches to what definition is used since the only pur- 
pose has been to show the trend. 
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XI. Affiliation of the East Ohio and Hope 
Natural Gas Companies with Standa- 
ard Oil Company (New 
Fersey) 


The ownership of the East Ohio 
Gas Company and the Hope Natural 
Gas Company by the Standard Oil 
Company (New Jersey) gives an added 
element of strength to the already high 
credit position of the subsidiary corpora- 
tions. This ownership and sponsorship 
increase the attractiveness of the sub- 
sidiary corporations from an investment 
point of view. Even in the event that 
the operating companies found it neces- 
sary to go into the investment market 
to secure funds, the mere fact that the 
Standard Oil Company is the sole stock- 
holder would give to it a stake in the 
continued solvency of the subsidiary 
corporations, a stake of such moment 
as to constitute a de facto if not a legal 
assurance of interest payment on the 
bonded debt of the subsidiary corpora- 
tions. This, of course, is not a very 
likely development in the near future 
as can be seen from an examination of 
the balance sheet of the gas companies. 
The highly favorable financial position 
of the Standard Oil Company (New 
Jersey) is well known in the investment 
world. Recent reports show that it has 
approximately $500,000,000 invested in 
government securities and other liquid 
assets. In other words, the financial 
strength of the Standard Oil Company 
(New Jersey) is on a larger scale com- 
parable to that revealed by the financial 
statements of the East Ohio Gas Com- 
pany and the Hope Natural Gas Com- 
pany on a smaller scale. 


XII. Rate of Return 


In view of the pronouncements of the 
United States Supreme Court as to the 
relevancy of earnings on invested capital 
in enterprises in the same general com- 


munity in which a public utility cor- 
poration operates and subject to a 
similar hazard, it seems reasonable to 
conclude that 534% would constitute a 
generous rate of return, and 5% an 
eminently fair rate of return, for the 
gas property allocated to the Cleveland 
service for the five-year period beginning 
in the middle of 1931. The studies made 
by Professor Nerlove, alluded to above, 
would indicate that 6% was a fair rate of 
return for these gas properties during 
normal periods. While it is undoubtedly 
true that public utility corporations, 
subject to regulation as to the maxi- 
mum charges and earnings made, should 
not feel the shocks of a depression in 
the same measure in which unregulated 
corporations suffer, there is a limit to 
the degree to which one can justify a 
complete insulation of the public utility 
corporation from shocks and disturb- 
ances to the economic order. So far as 
available data indicate the situation 
likely to obtain within the remaining 
years of the period covered by the five- 
year ordinance, there seems to be no 
justification for authorizing a return in 
excess of 5% of the fair value of the 
property of the gas companies serving 
the Cleveland territory. If such a re- 
turn be permitted, in view of the un- 
usually strong credit position of these 
companies, there seems little doubt that 
the large volume of investment capital 
seeking safe outlets, if only the invest- 
ments have the appearances of a high 
degree of safety, would be attracted in 
whatever measure needed to the East 
Ohio Gas Company and the Hope 
Natural Gas Company. In fact, the 
instability in the economic order and 
the presence of doubt in connection 
with most financial ventures at the cur- 
rent date would probably enable com- 
panies with the strength of these gas 
companies to attract funds on terms 
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even more favorable than ia normal 
times. The basis on which United 
States Government bonds, the strength 
of which is unquestioned save for the 
possibility of a change in the purchasing 
power of money, have sold during the 
past few years is an indication of the 
ease with which money can be secured 
if only the element of hazard be re- 
moved. All in all, therefore, these gas 


companies should not expect to earn in 
times of depression, such as we now have, 
more than 5% on the fair value of 
their property. Accountants for the 
City of Cleveland estimate that the 
ordinance rates, if sustained by the 
Commission, will enable the gas com, 
panies to earn approximately 6% on the 
fair value of their property alloca- 
ted to the Cleveland service, as computed 
by City accountants and engineers. 





Population and Building Construction 
By FRANK J. HALLAUER 


struction is made up primarily of 

replacements to take care of ob- 
solescence, losses by fire and tornado, 
or replacements for other causes, and 
provision for growth of population. 
When growth of population is very 
rapid it is the dominant factor in de- 
termining volume of new construction, 
and that has been this country’s ex- 
perience in the past. 

.Numerical increase in our population 
has up to the present been greater for 
each decade than for the preceding one 
(excepting Civil War and World War 
interruptions), and this growth has been 
reflected directly in volume of building 
construction. It is natural, perhaps, 
that such experience long maintained 
should be looked upon as_ normal. 
However, a sudden change has appar- 
ently taken place. Recent forecasts for 
the United States indicate a popula- 
tion of between 131 and 133 million by 
1940,! or an increase of only 8 or Io 
million from the level of 1930, compared 
with an increase of over 16 million from 
1920 to 1930. The new trend is ex- 
pected to continue toward a stabilized 


AY scaes of new building con- 


'1P. K. Whelpton, “Population,” 38 American 
Journal of Sociology 825 (May, 1933). 

? This article is an outgrowth of a survey of our 
national! timber resources and requirements which the 
United States Forest Service is making. The survey 
is one of the most fundamental and important projects 
the Forest Service has ever undertaken, and includes a 
comprehensive and detailed investigation of: (1) the 
present and prospective wood requirements of the 
nation; (2) the drain upon the nation’s forests through 
cutting and through loss by fire, insects, and disease; 
(3) current and potential growth; (4) existing resources 
by volume and area; (5) and, finally, the interpretation 
of these findings in their relation to each other and to 
other complex economic factors and trends as a solid 
foundation for sound forest land use planning nation- 


population, and raises the important 
question as to what the effect will be 
on new building construction. 


Chart I represents an attempt to 
analyze the relation of population to 
volume of construction in the urban 
residential field, where the relation 
should be most evident, and where 
there are the best data with which to 
work. The fact that it is one of the 
most important fields from the stand- 
point of lumber consumption made such 
an analysis desirable as part of a survey 
of national timber requirements being 
made by the United States Forest 
Service.? Since urban residential build- 
ings constitute a large factor in the total 
volume of construction, the analysis 
should be of interest to builders and to 
manufacturers of building materials gen- 
erally, as well as to architects, realtors, 
and others who would be affected by 
changes in building trends. 

The analysis is for the period from 
1920 to 1930 and is based on data from 
243 cities of 25,000 population and 
greater. Population data are from re- 
ports by the Bureau of the Census and 
data on residential construction are 
from reports by the Bureau of Labor 
Statistics. 


ally, regionally, and locally by public and private 


agencies. 

Although the bulk of the effort thus far has been 
devoted to the fourth phase listed above, considerable 
attention has been given to the first or requirements 
phase. A major item in the requirements is lumber 
used in building construction. The amount of lumber 
required for this obviously depends upon the volume 
of such construction. The author has attempted an 
analysis of residential construction in its relation to 
population, which has been the controlling factor in 
the past and the only one on which data were available 
for analysis. 
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Number of families* is better than 
population as an index of living units 
which should be provided. The number 
of families varies with population and 
persons per family. These two factors 
are indicated on Chart I by vertical 
bars and lines. The hollow bars show 
the increase or decrease in number of 
families; the lines within the bars 
represent change in population; and the 
difference in the respective heights of 
these two measures represents change 
in persons per family unit. 

Each bar on the chart is the average 
of 10 °cities, excepting the last one, 
which includes only three. The cities 
were first arranged individually in order 
of percentage of increase in number of 
families. They were then grouped by 
tens, in order to reduce the size of the 
chart. 

A certain increase in population, 
assuming no change in persons per 
family, sets up a definite requirement 
for dwelling units. This requirement is 
expressed, for convenience, on the basis 
of 10,000 population. For example, an 
increase of 25% in population over a 
decade for a city of 100,000, and 4 
persons per family unit, represents a 
requirement of 6,250 new units, which 
is 625 new units per 10,000 population, 
or an average of 62% units annually. 
Line A represents this conversion of 
increase in population to living units 
required annually per 10,000 population. 
The line necessarily follows closely the 
percentage increase in population, but 
some irregularity occurs because of 
the differing size of family in different 
cities. That is, for a given percentage 
increase in population, a city with 3.8 
persons per family would need more 
accommodations per 10,000 population 
than a city with 4.2 persons per family. 


3“Family” is defined by the Census as being a group 
of persons who live together as one household. A single 


The grouping of cities has the advantage 
of minimizing this variation between 
cities. (The degree of variation within a 
group is illustrated by the Io Cities 
shown in the inset). 

Similarly, the increase in number of 
families has been converted to equiva- 
lent living units required per 10,000 
population, and is represented by line 
B. It takes into account change in 
persons per family, which does not 
enter into line A. For example, assum- 
ing that persons per family were to de- 
crease from 4.0 to 3.8 while the popula- 
tion increased from 100,000 to 125,000 
as before, then number of families would 
increase from 25,000 to 32,895, or 
approximately 31.6%, in contrast to the 
25% increase in population. This in- 
crease in families of 7,895 is 789.5 per 
10,000 population over a 10-year period 
and represents an annual requirement of 
78.95 new units per 10,000 population. 
Line B follows roughly the percentage 
increase in families, just as line A fol- 
lows the growth in population, and 
again some irregularity results from 
differences between cities with respect 
to persons per family. 

Line C represents the average num- 
ber of family units built annually in 
these 243 cities from 1920 to 1930, 
expressed in terms of 10,000 population 
as of 1920. That is, line C is actual con- 
struction, compared with A and B 
which are theoretical requirements de- 
rived from population and tamily trends. 
Volume of residential construction is 
really based on building permits. In 
some instances more than one permit 
was issued for the same job, and in 
other instances permits were issued for 
jobs never completed. The error is 
probably not appreciable, but the curve 


person living alone is a family, and, at the other ex- 
treme, inmates of an institution or persons living in a 
boarding house are counted as a family. 
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will tend to show construction higher 
instead of lower than actual. Irregular- 
ity in line C is to be expected, since it 
reflects vacancy, demolition, and the 
conversion of dwellings to other uses, 
factors which vary greatly from city to 
city. Some cities build up a large 
vacancy and others a small one. De- 
molition and conversion are likely to be 
larger in rapidly growing cities than in 
more stable communities. 


What the Chart Shows 


The general trend is the same for 
lines A, B, and C. 

The spread between lines A and B 
represents the factor of decreasing per- 
sons per family independent of change 


in population. Other things being equal, 
there should be a slight gradual widen- 
ing of this spread. That is, a decline 
from 4.25 to 4.00 persons per family is 
equivalent to an increase of 16 families 
for each 10,000 population when the 
increase in population is 10%, and 22 
families when the increase in population 
is 50%. Thus: 








Number of 

Families for 
15,000 Persons 
(50% Increase 
in Population) 


3,750 
3530 


Number of 
Families for 
11,000 Persons 
(10% Increase 
in Population) 


2,750 
2,590 


160 





4 persons per family 
4.25 persons per family 
Difference (10 years) 220 
Annual difference per 
10,006 population 16 22 
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The greater irregularity at the right 
of the chart, which is no doubt associated 
with very rapid population growth, 
makes it more difficult to gauge the 
spread between lines A and B. That 
the spread averages slightly greater for 
the upper half than for the lower half 
of the chart is shown by the fact that 
the spread for the lower half is less 
than the “‘average”’ for all cities. How- 
ever, the factor is rather small, and for 
practical purposes it can be assumed 
that the average spread between lines 
A and B holds about the same for all 
parts of the chart. 

The same may be said for the spread 
between lines B and C, the latter repre- 
senting the combined factors of vacancy, 
conversion, and demolition. 

The high volume of construction for 
Group 19 shows the influence of New 
York City. Chicago is also in this 
group, but Chicago is more nearly in 
line with the average for the other 
cities of the group than is New York. 


Prospective Residential Construction 


If the influences represented by the 
spread between lines A and B and be- 
tween B and C are to continue for the 
present decade as they did in the last, 
the prospective dwelling requirements 
can be estimated directly from Chart I 
somewhat as follows: 

The total urban population of the 
United States for 1920 was given as 
64 million. Total increase in popula- 
tion to 1930 was over 16 million, and 
this is credited entirely to the urban 
classification, making the 1930 urban 


4 This includes all cities of 2,500 population and over, 
together with suburban population, which is really 
urban so far as residential construction is concerned. 

5In “The Rise of Metropolitan Communities,” 
Recent Social Trends, (New York: McGraw-Hill Book 
Co., Inc., 1933), Vol. 1, p. 462, Mackenzie shows that 
the total population of 85 metropolitan districts with 
populations over 100,000 was 40,057,000 in 1920 and 


population 80 million, or an increase of 
25% from 1920, compared with the 
average of 20% for the cities on the chart 
which comprised approximately 55% 
of total estimated urban population. 
The difference between the 20% and 
25% might be accounted for by the fact 
that rate of increase was much greater 
for the suburban population in metro- 
politan districts than in the cities 
proper.’ An increase of Io million in the 
urban population for the present decade 
would be 124%% based on the 1930 
population of 80 million, and that is 
approximately the increase shown by 
Group 11 on the chart. The assumption 
is then that this part of the chart repre- 
sents the prospective requirements for 
the present decade, if urban popula- 
tion increases 10 million. An increase 
of 10 million people means approxi- 
mately 2% million families, which is 
equivalent to 31 family units per 10,000 
population annually (based on the 80 
million for 1930). Group 11 on the chart 
shows 29 units for increase in families. 
To these 31 units are added 17 units 
per 10,000 to take care of decrease in 
persons per family,® compared with 19 
units for the cities in Group 11, and 
another 17 units for vacancy, demoli- 
tion, and conversion, making a total of 
65 units per 10,000 population, which is 
approximately what line C shows for a 
124% increase in population. 

On the basis of 65 family units per 
10,000 population, the prospects are for 
an average of 520,000 new family units 
annually over the present decade, com- 
pared with 700,000 annually during the 


50,043,000 in 1930, an increase of 24.9%. The increase 
amounted to 19.4% in the central cities and 39.2% 
outside. 

6 From 1920 to 1930 the decrease for all cities was 
from 4.28 to 4.04, or 5.6%. If the same percentage de- 
crease is assumed for 1930 to 1940, persons per family 
will decrease from 4.04 to 3.81, which is equivalent to 
17 units per 10,000 population. 
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last decade.’ Or the anticipated urban 
residential construction for the present 
decade would then be approximately 
75% of construction for the decade 
1920 to 1930. 

However, this assumes that the factors 
of persons per family, vacancy, demoli- 
tion, and conversion will continue the 
same as from 1920 to 1930, which may 
not be the case. There was a housing 
shortage in 1920 contrasted with a sur- 
plus in 1930. Estimates place the hous- 
ing shortage at about a million and a 
quarter units by the end of 1921. That 
would represent an accumulated need 
equivalent to 20 family units per 10,000 
population, leaving 5 to 10 units of the 
spread between lines B and C for 
vacancy, conversion, and demolition. 
In 1930 there was no such accumulated 
need, and apparently a corresponding 
correction should be made if estimates 
for the present decade are to be based 
on the last one. The anticipated urban 
residential construction would then be 
50 family units per 10,000 population, 
or an average of 400,000 annually for 
the present decade compared with 700-, 
000 from 1920 to 1930. 

As a prospect this involves the fur- 
ther, uncertain factor of persons per 
living unit, which depends not only 
upon such elements as number of 
children in the normal family, but 
economic conditions generally. Decline 
in persons per living unit was about 
5.6% from 1920 to 1930, but reports 
indicate some doubling up during the 
present depression. So far as decline in 
persons per family is dependent upon 
favorable economic conditions, which 
encourage families to spread out, the 
prospects are not what they were during 
the last decade. A drop of 5.6% in size 





7 The average for the cities on the chart is 98 units 
per 10,000 population with an increase of 20% in 
population. For all cities and a population increase of 


of family would be necessary to hold 
the estimated 17 units per 10,000 popula- 
tion attributed to that factor. That is 
to say, 136,000 of the 400,000 new 
family units annually anticipated above 
are dependent upon this decrease in 
number of persons per family or house- 
hold. . 

With an analysis of volume of resi- 
dential construction as above, our esti- 
mates of prospective requirements can 
be definitely revised at any time to take 
care of changing known factors. That 
is, instead of a 1o-million increase in 
population by 1940, changes in immi- 
gration or birth rate may later warrant 
an estimate of an 8-million or a 12- 
million increase. Or, with an increase 
of 10 million, there may be a return-to- 
the-farm movement, to leave only 8 
million for increase in urban popula- 
tion. Similarly, the average family 
may be 3.9 persons instead of 3.8. 
Corresponding dwelling requirements 
can be arrived at for any such condi- 
tion. 

The conspicuous weakness in the 
present analysis lies in our lack of 
knowledge concerning vacancy, con- 
version, and demolition, or the factors 
which make up the spread between lines 
B and C. These factors will largely de- 
termine volume of residential construc- 
tion by 1950, if population forecasts 
hold reasonably accurate, or they may 
considerably upset our calculations even 
for the present decade. 

Some figures on vacancy are avail- 
able. Table I is from a 1932 survey by 
the Division of Building and Housing 
of the Bureau of Standards, Depart- 
ment of Commerce. The question arises 
as to how much greater the vacancy in 
1930 was than in 1920, and whether 
vacancy in 1930 had reached or 





25%, the average would be approximately 110 units 
per 10,000 as of 1920. 
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exceeded a normal. Denver, for example, 
shows a vacancy of 6.8% in 1930, and 
there were 81,910 living units in Denver 
as of September, 1930.8 The vacancy 
was 5,565 living units or the equivalent 
of approximately 22 units per 10,000 
population as of 1920. This is about 




















TABLE I. VACANCIES IN Forty CITIES, 1928-1932 
1928 | 1929 | 1930 | 1931 | 1932 
CITY Per Per Per Per Per 
Cent. | Cent. | Cent. | Cent. | Cent. 
OSS rent ree Srewna 5.8 8.1 7.8 
Allentown, Pa..... rs ee eee 
Brockton, Mass. 5-4 i 2h 
Cedar Rapids, Ia. 2.6 2.0 3-4 
CRUE, DOMR. 0 55 foccccclessescleccosclecvese 9-7 
I MM rere Sec APA: 5.6 
Columbus, Ohio........)......]...... 5.9 2 Sepa 
ae “3 aS ee 
Denver, Colo. 8 ae 
Des Moines, Ia I 4.1 4-5 
Detroit, Mich. ey a eae 
OS Se eee 3-7 2.8 2.8 5-3 
Indianapolis, Ind........|...... 6.3 OS eee, Pee 
NS CA, BOD cc cc she scecefocsess 8.8 | 10.1 | 10.3 
IIS cc a.0 v.0.s 6 s]e'e < vc-ehiee oaeehete ee 15.9 6.3 
Little ock, ACTS (en FRE Cora et ee 
Long Beach, | ER Sr: SaaS Bee Phe re 
eisnhe. ky din oe daa se hew eae 8.9 | 11.2 8.0 
Louisville, Ky. 
(Pe Peer errr es or re 15-18] 17-18 
NS oo scnvclecos cae vesealerecee 5-7 4.8 
TI io 6'6:0.06-0:0.0:0] 0.4.5. 0:6 oh 000.9 ochernes ace 3-4| 4-3 
Milwaukee, _— Te See eee Ras ae, eee 
| EET Ae mene, Pune 7.9 8.5 
Oklahoma ES YR Rs Pree Perires Se 5-6-7.3 
EE RS SPER fone! Sa: 4.1 
Portland, Ore...........]....+. Ce arr eS Ree 
ATE Rn Petra 6.8 eS a 
APES. FRGRRs (Rte Uni ny Peay 6.8 9.5 
ochester, , eS ee Se eee 6.2 6.3 
St. oon - TEGRETOL VE. Espasa: SRR =: Se See 
St. Paul, Minn.......... Pe ee Bet be nns dahees ane 
Salt Lake City, a DRS REF FR 3-4 Ce a Pee 
San Antonio, Tex. 
ee Creer cree) eee 26.5 | 10.0 
1 & 2-family houses...|......]...... 5-3 | 4710 |5.5-11 
San Diego, Cal.. Pe en, reweke eres sen 55 7.3 
Springfield, Mass. SS 3.6 4-5 ee a 
| & See eee cee 5.2 4.8 4.9 
acne oid o:k's ose a 64 nS RSW Oe 11.8 9-5 7.5 
Toledo, SE SRaRaeia ae i farsa gee: 2.2 Be ves watlasss 5s 
ES le ETS APES BEANE EFAS ro | ee 
Tulsa, Okla. 
PEE OCRET Cr Cee 13-15] 26.0 |...... 
1 & 2-famil a -. Pe Sere S00) 8.6 1...... 
Washington, 
Apartments. pebeenccaateveses 9.9 7.8 GE bivcees 




















the spread between lines B and C for 
Denver. (The inset on the chart shows 
Denver as second from the left.) If 
there was little vacancy in Denver in 
1920, then the accumulation of the 1930 
vacancy makes up most of the difference 
between B and C, and leaves the factors 
of conversion and demolition relatively 


8 From Real Estate Inventory and Vacancy Survey 
in Denver, University of Denver Business Review, 
November, 1930. 


insignificant. Or, if the percentage of 
vacancy was the same in 1920 as in 
1930, then vacancy was a small factor, 
A vacancy of 6.8% would be 4,520 units 
in 1920 compared with 5,565 in 1930— 
an increase of 1,045 vacancies—which 
is the equivalent of only 4 units per 
10,000 population. The factor of in- 
creased vacancy in Denver may, per- 
haps, be placed somewhere between the 
4 units per 10,000 population as a 
minimum and the 22 as a maximum. 

Is 6.8% vacancy in excess of normal? 
If so, then the excess as of 1930 must be 
deducted from the prospective require- 
ments for the present decade. 

As to conversion and demolition, there 
is even less to work with than in the 
case of vacancy. Conversion works 
both ways. A dwelling converted to a 
store reduces available dwelling units, 
but a single-family dwelling converter 
into two or more living units increas, 
the available units. 

Demolition may be by fire or storm, 
or may be the result of obsolescence. 
Records of losses by fire, storm, and the 
like, may adequately represent such 
factors. Obsolescence, however, is the 
more important and the one on which 
there is most uncertainty. Even where 
records of demolition are available, there 
is too little known of the elements in- 
volved. For instance, demolition has 
been closely associated with growing 
population. Growth of cities means 
expansion of commercial activities; even 
when regulated, this means encroach- 
ment upon residential areas and, where 
suitable restrictions were lacking, has 
been a considerable factor in creating 
blighted areas. Obsolescence developed 
under such conditions cannot without 
more careful study be taken as repre- 
sentative of the age at which dwellings 
will be replaced in future. 

In spite of the fact that economic 
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conditions were favorable to it, demolli- 
tion was not a large factor in volume of 
residential construction from 1920 to 
1930 on the basis of the above analysis. 
The spread between lines B and C 
represents an averagé of 27 units per 
10,000 for the cities on Chart I, and some 
20 of these might be accounted for by va- 
cancy, if figures available are representa- 
tive, leaving 7 units for demolition and 
conversion. 

On the other hand, two-thirds of the 
present urban population has been 
added since 1890, so that housing for at 
least that proportion is less than 43 
years old, and replacement has not had 
time to develop. Assume the average 
life of dwellings to be 40 years and 
eventually the replacement of 20 mil- 
lion urban liying units represents a 
yrospective construction volume of 500,- 
‘So units annually, which is about what 

*ban residential construction averaged 
irom IgIo to 1930. If average age is to 


be 60 years, that reduces the prospect 
to 330,000 units annually which will 
develop at a correspondingly later date. 
Is physical deterioration or obsolescence 
the factor which determines the age of 
replacement and how is it brought 
about? 

Facts are at present lacking where- 
with to answer such questions as this 
or to make possible any dependable 
estimate of the degree to which such 
factors affect replacement. The lessen- 
ing influence of population growth in 
determining future construction volume 
is unquestioned. As economic condi- 
tions improve, replacement must more 
arid more be the measure of our expecta- 
tions for increased building construc- 
tion. The primary purpose of this 
paper, in pointing out the importance 
of this new major influence, is to em- 
phasize the urgent need for reliable 
data on obsolescence, deterioration, con- 
version, and any other factors that 
contribute to replacement. 





The Cost of Money to Railroads, 1900-1930 


By FRANK PARKER 


HE undiscriminating use of the 

phrases “‘cost of capital,” “cost of 

money,” and “cost of financing” 
in the vernacular of railroad finance and 
valuation has developed a confusing 
terminology, the result of which has not 
always reacted favorably in the develop- 
ment of a sound financial program for 
the railroads. This loose phrasing has 
not necessarily hampered railroad opera- 
tors in their routine work, but, carried 
into valuation and rate proceedings be- 
fore the Interstate Commerce Commis- 
sion as well as the state and federal 
courts, it has tended to obstruct the 
development of a sound financial policy 
which in turn has reacted adversely 
upon rate structures and service. The 
significance of this item, “cost of 
money,” to railroad management and 
owners seeking to attain a fair value for 
their property and a reasonable rate of 
return thereon will be more fully ap- 
preciated when it is realized that the 
lack of a precise, definite concept of 
the essential nature of the cost of money 
has in past valuation proceedings often 
cost railroads anywhere from 3 to 6% 
of their rate-base. 

As a matter of convenience, the con- 
sideration of this subject has been 
divided into three heads: (1) a state- 
ment of what the cost of money is; 
(2) a brief survey of what were the actual 
costs of money to railroads in United 
States for the period 1900-1930 inclusive; 
and (3) a discussion of the reasons for 
capitalizing the cost of money. 


Cost of Financing Defined 


The cost of financing to railroads and 
public utility companies is composed of 


two distinct elements: (1) the me- 
chanical cost of financing, including 
therein all costs of preparing, printing, 
engraving, registering, and distributing 
security issues, whether stock, bonds, 
or notes, as well as the cost of recording 
mortgages and other necessary papers, 
trustees’ fees and expenses, and so forth; 
and (2) the cost of obtaining money 
realized from the sale of such securities, 
whether such cost be incurred in the 
form of direct expenses paid by the 
company—where securities are sold di- 
rect by the company to the investor— 
or as sums paid to bankers for their 
services in effecting the sale of the com- 
pany’s securities. 


Interstate Commerce Commission’s 
Concept of Cost of Money 


Despite the particularity with which 
the Interstate Commerce Commission 
dealt with the various items to be in- 
cluded in the valuation of a railroad’s 
property under the cost-of-reproduction- 
new theory as set forth in the Commis- 
sion’s decision in Valuation Docket No. 
2, Texas Midland Railroad Company 
(75 I. C. C. 1) and in subsequent 
valuation and recapture proceedings, 
the Commission has never made any 
separate allowance for the cost of 
money. Specifically in the Texas-Mid- 
land case the Commission said: 


“The cost of obtaining the money with 
which to finance the construction of a rail- 
road has been frequently and _ perhaps 
usually treated as an overhead. After mature 
consideration, it has been thought best in 
reporting cost of reproduction new to show 
nothing on this account as such but to in- 
clude any necessary charge of that character 
in the interest rate.” 
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It is clear from the discussion in 

paragraph 3 in the Texas Midland case 
that the allowance of 6% for interest 
during construction is meant to include 
not only interest but an item entirely 
independent thereof and inherently dif- 
ferent in nature, namely, the cost of 
obtaining money. For the Commission 
says at page 154 of the Texas Midland 
report that: 
“Six per cent is the legal rate of interest in a 
large section of this country where no other 
rate is specified. An examination of the sale 
of bonds of various kinds for the five years 
preceding June 30, 1914, led to the belief 
that this rate would be ample to cover not 
only the interest on the money but any 
brokerage which would usually be charged 
for the obtaining of the money. It has been 
assumed, therefore, that at 6 per cent what- 
ever money is needed can be obtained, and 
that this rate of interest will cover the entire 
cost of obtaining the money.”! 


Practical Effect of Commission’s View 


With these conditions in mind it is 
pertinent to inquire how the Com- 
mission’s method of making an aggre- 
gate allowance per annum for the cost 
of obtaining money and interest during 
construction works out with reference 
to two railroads each 1,000 miles in 
length, which for purposes of con- 
venience may be designated Railroad 
A and Railroad B. Under the theory of 
reproducing the property new, con- 
struction work on Railroad A, because 
of favorable connections with other 
railroads already in existence, might 
be commenced at five or six different 
points and progress simultaneously from 
each of these points. On the other hand, 
the construction new of Railroad B 
which is projected into new territory 


_ ‘In passing it may be noted that no method which 
includes within an aggregate allowance per annum 
separate allowances for the cost of obtaining money 
and for interest during construction, which latter item 
1s necessarily predicated on the assumed construction 
period, can give an accurate figure for the cost of ob- 


having no other railroad connections 
would have to start at some one par- 
ticular point and proceed with each 
subsequent stretch of mileage only after 
the preceding stretch had been com- 
pleted. Clearly, the time consumed in 
constructing Railroad B would be sub- 
stantially longer than the time con- 
sumed in constructing Railroad A. 
Hence, under the Commission’s method 
of handling cost of obtaining money and 
interest during construction, Railroad 
B obviously would be credited with a 
larger allowance of interest during con- 
struction than Railroad A, and con- 
sequently the Commission’s allowance 
for the cost of obtaining money would 
be proportionately less for Railroad A— 
in view of the fact that both of these 
items are presumed to be taken care of 
by an overall allowance of 6%—al- 
though as a matter of fact the actual 
cost of obtaining money might be 
practically the same for both railroads. 
Indeed, it is conceivable that the cost 
of obtaining money for Railroad A 
might be higher than for Railroad B. 
This method of calculating the cost 
of obtaining money adopted by the 
Commission, making that cost vary 
directly with the period of time assumed 
necessary for the construction of the 
railroad, fails entirely to take into con- 
sideration the true nature of this capital 
cost. The cost of obtaining money is a 
perfectly definite item irrespective of 
and having no relation to the duration 
of the construction period and the 
interest accruing during such period. 
The builders of a railroad property 
would be obliged to pay substantially 


taining money, because under this method this cost 
will necessarily be increased or decreased as the assumed 
construction period is long or short, respectively. 
Under the Commission’s methods, as expressed in the 
Texas Midland report, all existing means of trans- 
portation aside from the property itself which is under 
reproduction are assumed to exist. 
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the same amount for the funds necessary 
to construct the property regardless of 
the length of time necessary to com- 
plete such construction. The cost of 
obtaining money depends entirely up- 
on other factors, such as conditions 
prevailing in the money and investment 
markets, the type of security issued, the 
prospective earning power of the rail- 
road about to be constructed, et cetera, 
hereinafter explained in detail. 
Another serious objection to the use 
of an aggregate allowance per annum to 
cover both cost of money and interest 
during construction is that it results in 
inadequate allowances for both items. 
In arriving at 6% as the amount to be 
allowed for both items, the Commission 
has made several assumptions, as ap- 
pears from the following language taken 


from the Texas Midland report at page 
154: 
“The most important factor in determining 
the cost of obtaining the money and the 
rate to be paid for the same would be the 
credit of the borrower. The United States 
Government could probably borrow the 
money in normal times for from 3 to 3% 
per cent. A strong railroad with the best 
of credit could obtain it for approximately 
4™% per cent. A weak railroad might not 
be able to obtain the necessary funds at any 
rate without financial support, for which it 
must pay in some form. 
“It was felt at the outset that it might be 
necessary to determine in each case the cost 
of obtaining this money; that is, that in- 
quiry must be made into the credit of the 
company and the circumstances which 
would surround its financing. Further 
reflection, however, showed that this would 
be an almost impossible task, and that the 
result would be misleading rather than in- 
forming. On the whole it seemed best to 
assume that the credit available when the 
property was being reproduced was in all 
cases good and the same; that money would 
be obtained at the same rate and supplies 
urchased on equally advantageous terms. 
pon no other theory would the cost of 
reproducing the different properties be 
fairly comparable.” 


The report then goes on to state that 
the allowance of 6% should be ample to 
cover not only the interest on the 
money but any brokerage which would 
usually be charged for obtaining the 
money. 


Credit of Individual Railroads Varies 


In connéction with the assumption 
that the credit available when the 
property would be reproduced would in 
all cases be good and the same and 
that money could be obtained at the 
same rate, it is, of course, a matter of 
common knowledge that the credit of 
railroad corporations, just like that of 
all kinds of business corporations, differs 
widely for many reasons. Among 
the elements to be considered in de- 
termining the credit risk of a railroad 
are the size of the system; whether it is 
already in operation or its construction 
is merely contemplated; the character 
of the operating conditions of the road. 

The second assumption made by the 
Commission is that strong railroads 
with the best of credit can borrow 
money at par on obligations bearing 
4%% interest. This might perhaps be 
true of certain strong railroads enjoying 
the best of credit and under favorable 
conditions; but a study hereafter pre- 
sented indicates that representative 
Class I railroads, which are going con- 
cerns and not railroads under con- 
struction, had to pay approximately 
53% to 6% for money during the period 
Ig10 to 1930. However, it should be 
pointed out that under the language 
of the Texas Midland report the allow- 
ance of 414% is said tobe adequate only 
for a strong railroad with the best of 
credit. It follows, of course, that for 
any railroad enjoying less than the best 
of credit, the rate which it would have 
to pay would be higher than 4%%. Par- 
ticularly is this true of a railroad about 
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to be constructed and having no record 
of earnings behind it. Such a railroad 
would undoubtedly have to pay more 
for the use of money than a going rail- 
road with high credit rating. 


The next assumption involved in the 
Commission’s method is that the re- 
maining 134%, after deducting the 44% 
for interest, constitutes a_ sufficient 
allowance for the cost of obtaining 
money. If it be true that a railroad 
under construction would have to pay a 
higher rate of interest than 44%, it is 
of course true that the residue of the 
6% allowance would be correspondingly 
decreased and such a railroad would 
get out of the 6% allowance something 
less than 144% for cost of obtaining 
money. It is even possible that the 
entire 6% allowance would be consumed 
in the interest which would have to be 
paid and that there would be nothing 
left as an allowance for the cost of ob- 
taining money. It does not follow, 
however, that a railroad without the 
best of credit, and particularly a rail- 
road under construction, would not 
have to pay as high a cost for obtaining 
money as a railroad with the best of 
credit. The fact is just the opposite. 


Perhaps the largest market for rail- 
road securities is afforded by banks and 
other financial institutions which hold 
them as investments. A ‘railroad in 
embryo, untried and unseasoned, with 
its business yet to be developed and its 
operating problems yet to be solved, 
presents to the banker and to the in- 
vestor an enterprise whose earnings are 
largely problematical and uncertain. 
Faced with this situation, reputable 
investment bankers, seeking to retain 
the confidence of their clientele, have 
repeatedly declared that any attempt 
to market such a railroad’s securities 
would meet with serious practical ob- 





stacles. Consequently, it would re- 
quire a greater degree of sales effort to 
market the securities of a brand new 
railroad than to sell the securities of an 
established railroad with a satisfactory 
record of earnings behind it, and this 
degree of sales effort would undoubtedly 
be reflected in the spread or brokerage 
fee which the bankers would require 
for their services in marketing such a 
security. Hence, the allowance of 114% 
for the cost of obtaining money, even 
if it were made available to a new rail- 
road in the process of construction, 
would undoubtedly be insufficient to 
obtain the money required for the con- 
struction and development of its physical 
plant and equipment. 


What the Cost of Financing Is 


A sound economic concept of the 
cost of financing is materially different 
from that embodied in the foregoing 
definitions of the Interstate Commerce 
Commission. As previously defined, the 
cost of financing to railroad companies 
is composed of two distinct elements: 
(1) the mechanical cost of financing; 
and (2) the cost of money realized 
from the sale of securities. Careful 
examination of the records of different 
railroads and public utilities shows 
that the item of mechanical cost will 
range from % to % of 1% of the net 
cash received by the company. It is 
important to keep this fact in mind for 
in the figures subsequently submitted, 
showing the cost of obtaining money 
to steam railroads in United States, no 
allowance for the mechanical cost of 
financing has been made; the cost of 
money has been limited to item (2) 
above, representing the sums paid to 
bankers for marketing the securities, 
or brokerage. 
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Distinction between Cost of Money and 
Discount 


In view of the fact that much muddled 
terminology centers about cost of ob- 
taining money, or brokerage as it is 
sometimes called, and discount, it is 
necessary to distinguish briefly between 
these two terms. Discount is a function 
of the interest rate and therefore of 
time, in that it is an adjustment of the 
stated rate of return on securities to 
current yields prevailing in the in- 
vestment market at the time the se- 
curity is offered to the public. On the 
other hand, the cost of obtaining money 
is compensation for services rendered 
by bankers and is in no sense a function 
of time. 

The difference between the par value 
of a bond and the price paid for it by 
the investor represents an adjustment 
of interest which, when averaged over 
the life of the bond in conjunction with 
the interest periodically paid by the 
company, gives the investor an average 
yield approximating the current yield 
for securities of the character in ques- 
tion. Thus, for example, the railroad 
may be able to sell to an investment 
banker a Io-year first mortgage 7% 
bond at a price which will enable the 
latter to offer this bond to the public 
at par. In this event there is no dis- 
count as the term has heretofore been 
defined. On the other hand, the rail- 
road may sell a 6% 10-year bond to the 
bankers at a price which will enable 
them to offer it to the investing public 
at 92.89, which represents a 7% basis 
when interest is paid semi-annually. 
In either event, the bondholder buys a 
security which, if he holds it until 
maturity, will show him a yield of 7% 
per annum on the money which he has 
invested. In the first case, he receives 
7% in each and every year, while in the 
second case he receives in advance the 


equivalent of something over % of 
1% per annum for the entire period 
(representing the difference between par 
and the price which he pays for the 
bond, namely, 92.89) and _ thereafter 
interest at the rate of 6% per annum 
upon the face amount of the bond, 
which is equivalent to 6.46% per annum 
on the cash price which he paid for the 
bond. It is clear from this illustration 
that a corporation about to issue se- 
curities has, at /east in theory, the choice 
between issuing a security which carries 
a rate of interest sufficiently high to 
enable it to be sold to the ultimate in- 
vestor a% par, or, on the other hand, of 
issuing a security of the same char- 
acteristics, except that its coupon rate is 
lower, in consequence of which it can 
be sold to the ultimate investor only 
at a discount. 


The phrase “at least in theory” is 
emphasized because the repeated asser- 
tion that the cost of obtaining money 
can be eliminated or avoided by in- 
creasing the face interest rate of the 
security to meet prevailing market 
conditions ignores the conditions con- 
fronting corporations seeking to raise 
money through the sale of securities. 
Arbitrarily to increase the face interest 
rate of the security might avoid bond or 
stock discount as the term is herein 
applied, but it does not warrant an 
assumption that the sale and distri- 
bution of securities, whether conducted 
by the railroad itself or by bankers, 
can be prosecuted without expense. 
The cost of obtaining money invariably 
represents a legitimate expenditure for 
services which have actually been ren- 
dered in the sale and distribution of 
securities. Indeed, the attempt to 
eliminate discount and the cost of ob- 
taining money by raising the face 
interest rate of the securities in question 
might actually result in the railroad 
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experiencing unwonted difficulty in mar- 
keting its securities or in stressing the 
two factors which were sought to be 
eliminated. 


The problem is one involving con- 
ditions somewhat more complicated than 
a simple arithmetical computation. For 
example, the mere fact that a railroad 
recently organized in a relatively new 
territory was attempting to market its 
bonds bearing a face interest rate of 
7 or 8%, when the yield then prevailing 
in the investment market was but 5%, 
would immediately arouse the suspicion 
of investors. Investors might well look 
askance at a security whose face interest 
rate was so far out of line with current 
yields of similar securities, and might 
regard the attempt to dispose of such a 
security as a complete confession of 
lack of credit on the part of the rail- 
road or of some inherent defect in its 
business or financial program. The 
effect would be much the same as that 
produced by a merchant possessing a 
supposedly A-1 line of credit hawking 
his promissory notes bearing an interest 
rate of 10% about a market where the 
prevailing cost of money was only 6%. 
Conservative investors seldom expect 
to get something for nothing, par- 
ticularly in the matter of interest 
rates, and the mere offer of a security 
bearing a face rate of interest dis- 
proportionately out of line with current 
yields would in all probability prove 
such a deterrent to prospective pur- 
chasers as to hinder effectually the dis- 
tribution of the security. With this 
situation confronting either the rail- 
road or the banker, it is evident that the 
amount of time and effort required to 
complete the sale of the security will 
be tremendously enhanced—the ex- 
penses incident to administration, sales, 
and advertising will undoubtedly in- 
crease—and this increased cost of selling 


will be reflected in a higher cost of ob- 
taining money. 


Cost of Money Represents Payment for 
Actual Services 


As distinguished from discount, the 
cost of obtaining money or brokerage 
represents the difference between the 
price at which securities are sold to the 
bankers by the railroad and the price at 
which the bankers in turn sell them to 
the investing public. It includes a 
reasonable compensation to the bankers 
for their services in marketing the se- 
curities and forwarding the funds re- 
ceived to the railroad; the expenses in- 
curred by the bankers in having a com- 
plete engineering survey and report 
made concerning the material factors 
likely to affect the development of the 
enterprise, and having an analysis or 
prognosis made of operating revenues 
and expenses by a recognized firm of 
public accountants, together with all 
the expenditures incident to negotiations 
with the promoters of the enterprise; 
and it also covers the sums of money 
expended in planning and developing 
adequate advertising and sales cam- 
paigns. In addition to the foregoing 
services of the banker, there is another 
element which is included in the 
banker’s charges, to wit: the element of 
risk assumed by the banker in under- 
writing the issue. This factor in the cost 
of obtaining money is really compensa- 
tion for insuring the enterprise against 
risk of loss from unexpected changes 
in the investment market, the untime- 
liness of the issue, or misjudgment 
of the salability of the security, etc. 
Finally, the compensation to the banker 
covers the time, effort, and money ex- 
pended by him in maintaining a market 
for the securities immediately following 
their flotation. For it is a matter of 
common practice for investment bankers 











48 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


to take such steps as are necessary to 
maintain the price of new securities at 
or about the price at which they were 
originally offered to the public, in order 
that unexpected and perhaps untoward 
activities in the security market may 
not be reflected in the market price of 
the securities in question and thus give 
an inaccurate impression of their inher- 
ent value. 


Economic Fustification of Brokerage 


There is a positive economic justifica- 
tion of the cost of obtaining money or 
brokerage. Much of the misconception 
concerning the cost of money arises 
through a failure to appreciate the 
nature of the transaction by which 
bankers are used as intermediaries in the 
distribution of securities. It is erro- 
neously regarded as essentially different 
from a transaction by which the original 
owners of an enterprise, living in the 
community in which the enterprise is 
developed, contribute the initial capital 
for its organization and development. 
Were the citizens of a community de- 
sirous of having a public utility supply 
them with electricity, water, gas, or 
transportation service, they would im- 
mediately be confronted by the difficul- 
ties of raising sufficient capital to build 
the plant and set it in operation. If 
the money were raised by capital stock, 
an advertising and selling campaign 
would be necessary to persuade the in- 
vestors of the particular community to 
subscribe to the stock of the proposed 
enterprise. If the stock were sold at par 
directly by the railroad itself, with no 
bankers or any other intermediary 
acting as an agent in the distribution of 
the securities to the public, except per- 
haps the employes of the new company, 
there would still be the cost of raising 


2See author’s earlier article, “Cost of Money to 
Public Utilities in the United States, 1914-1922,” 2 


money by the sale of the company’s 
securities equivalent to the total ex- 
penditures incurred in marketing them 
to the local investors, and represented 
by engineering surveys and reports, 
sales commissions, advertising, printing 
and stationery, transportation, postage, 
etc. 

Essentially, there is no difference be- 
tween the foregoing situation and one 
where the railroad hires an investment 
banker whose business it is to sell se- 
curities, who has an organization and 
trained staff, the technical knowledge, 
the banking connections, and the clien- 
tele. Viewing the matter from the stand- 
point of cost alone, much is to be said 
in favor of distributing securities through 
bankers. Indeed, there is substantial 
evidence that enterprises lacking es- 
tablished earning power and operating 
in comparatively undeveloped _ terri- 
tories can frequently obtain their funds 
cheaper through bankers than through 
direct sales to the public.? 


Factors Affecting Cost of Money 


The factors conditioning the cost of 
obtaining money are numerous and their 
relative significance will vary in in- 
dividual cases. The cost of acquiring 
money varies with (1) existing condi- 
tions in the money market, (2) the type 
of security issued, (3) the size of the 
block of securities being marketed, 
(4) the general reputation of the type 
of enterprise seeking the capital, (5) 
the location of the enterprise, (6) the 
extent to which the territory served has 
been developed, (7) the present and 
prospective earning power of the pro- 
perty, (8) the character and ability of 
the management together with the 
financial and business affiliations of the 
enterprise, (9) the degree to which 
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speculative risks are involved, and (10) 
the character and extent of the regula- 
tion and control to which the enterprise 
is subjected. No extended explanation 
need be given of most of the foregoing 
factors. In considering the subsequent 
material in which the cost of obtaining 
money to railroads in the United States 
is set forth in detail, it should be remem- 
bered that all these factors operate with 
varying degrees of intensity, depending 
upon the circumstances surrounding the 
particular railroad. 


Cost of Money to Railroads—Scope of 
Study 


To ascertain exactly what was the 
cost of obtaining money to steam rail- 
roads in United States during the 
period January, 1900 to December, 
1930, this study has been made. In 
order to calculate accurately the cost 
of obtaining money to steam railroads 
in United States, it was necessary to 
obtain data showing the total par value 
of the various types of securities issued 
by the railroads; the price received by 
the railroads from the bankers to whom 
the securities were sold; and the price 
received by the bankers from the sale 
of these securities to the public. The 
foregoing data were collected from the 
published records of the Interstate Com- 
merce Commission; from annual re- 
ports of the steam railroads to the Inter- 
state Commerce Commission; from 
bankers interested in marketing the 
securities to the public; and from various 
financial manuals and _ periodicals. 


The price at which the bankers dis- 
posed of railroad securities to the public 
was taken from the Investment In- 
telligence Section of the Commercial 
and Financial Chronicle. In numerous 
cases neither the records of the Inter- 
state Commerce Commission nor the 
Commercial and Financial Chronicle con- 


tained the price received by the rail- 
road from the bankers, nor the price at 
which the bankers sold the securities 
to the public. To secure these data 
recourse was had to the files and records 
of the investment bankers who had been 
the managers of or participants in the 
syndicates engaged in distributing the 
securities to the public. 


This study of the cost of obtaining 
money to steam railroads is therefore a 
study showing, in so far as data were 
available, the actual cost of obtaining 
money to steam railroads in the United 
States. Only those securities were in- 
cluded in this study for which at the 
time of issuance the railroad received 
cash and which, according to the records 
and publications previously referred to, 
were disposed of by the bankers to the 
public for cash. Stated otherwise, 
wherever there was any doubt whether 
the railroad received payment in cash 
or whether the identical block of se- 
curities was sold to the public for cash, 
the security issue in question was ex- 
cluded from this study. 


The results of this study are set forth 
in Table I, titled Cost of Money to 
Steam Railroads in United States, 1g00- 
1930. No cost of obtaining money raised 
through the sale of preferred or common 
stock appears in Table I, for the reason 
that data were not available concerning 
these types of securities upon which 
such a cost could be predicated. This 
condition is largely to be accounted for 
by the fact that the original issues of pre- 
ferred and common stocks of railroads 
included in this study were usually dis- 
tributed to the developers of the railroad 
in question or to the construction com- 
pany which originally built the railroads, 
and also by the fact that subsequent stock 
issues were generally absorbed by the 
stockholders of record at the time the 
stock was issued, and for which, con- 
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sequently, no data were available com- 
parable to those on which the cost of 
other capital was computed. 

Wherever blank spaces appear in any 
of the columns in Table IJ it means that 
no data were available for that year 
concerning the cost of obtaining money 
for that particular type of security. 

While it would have been desirable 
perhaps to make this study embrace all 
Class I steam railroads operating in the 
United States, such a procedure was not 
practical. It was impractical to include 
in this investigation all security issues 
concerning which scattered and piece- 
meal information might have been 
gathered from one of the sources hereto- 
fore referred to; to have attempted 
accurately to compute the cost of ob- 
taining money to smaller steam rail- 
roads in the United States would have 
entailed a fruitless expenditure of time 
because of the insignificance of the par 
value of securities floated by these 
smaller railroads when compared to the 
total par value of securities covered by 
this investigation. It should be recog- 
nized, furthermore, that to have in- 
cluded in this study all Class I steam 
railroads in the United States would have 
laid the study open to the criticism of 
giving undue weight in the calculation 
of the cost of obtaining money to the 
smaller railroads whose operating con- 
ditions, earning power, and manage- 
ment are perhaps not to be regarded as 
typical. The railroads included in this 
study were selected primarily because, 
with due allowance for their size and 
earnings, they represented railroads 
whose securities were generally accept- 
able to the investing public. This fact 
must be borne in mind when figures for 
the cost of obtaining money raised 
through the sale of bonds, equipment 
trust certificates, and notes are con- 
sidered in the subsequent discussion. 


The original list of railroads, upon 
which this study was presumably to be 
based, consisted of 36 Class I railroads in 
the United States. This original list was 
later reduced in number because it was 
impossible to secure accurate or com- 
plete information showing the cost of 
obtaining money thereto, so that the 
completed study represents the cost of 
obtaining money to 24 principal Class I 
railroads whose names appear in Table I. 

Before any attempt was made to 
calculate the cost of obtaining money 
on a yearly basis, it was first necessary 
to compute this cost to the individual 
railroad by dividing the amount of the 
bankers’ commission by the net cash 
received by the railroad from the sale 
of each block of securities issued. The 
various issues of each type of security— 
bonds, equipment trust certificates, and 
notes—were then grouped by years; 
and after this grouping was completed, 
the annual weighted average and the 
annual simple average cost of obtaining 
money were calculated. In calculating 
the annual weighted average cost of 
obtaining money for any particular 
year the total amounts of net cash re- 
ceived by the railroads during the year 
were added together; a total was struck 
of the bankers’ commissions for the 
security issues in question and _ this 
latter figure was then divided by the 
total net cash received by the railroads, 
the answer being expressed as a pert- 
centage in the extreme right-hand col- 
umn of Table I. The annual simple 
average cost of obtaining money for 
each type of railroad security was com- 
puted by adding together the _per- 
centage costs for each individual issue 
floated during the year and dividing 
the total percentage thus obtained by 
the number of issues floated. 

It should be emphasized that the 
weighted average cost of obtaining 
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money attaches undue significance to 
the large security issues, for if in a 
particular year Io separate issues are 
marketed to the public with a total par 
value of $100,000,000 and one issue of 
the 10 has @ total par value of $50,000,- 
000, it is evident that in the annual 
weighted average cost of obtaining 
money the $50,000,000 issue will have a 
weight of 50% whereas it represents only 
10% of the total number of issues 
floated during the year. In this con- 
nection it must be remembered the 
larger railroads with firmly established 
earning power and credit possess cor- 
respondingly large financial structures, 
and this in turn involves the flotation 
of large blocks of securities, the cost of 
obtaining money on which, because of 
the sound reputation which the larger 
railroad usually enjoys, is generally 
less than the cost incurred in the 
flotation of a smaller block of securities 
by a smaller railroad. It follows from 
the explanation in the preceding illus- 
tration that this lower cost of money on 
large blocks of securities tends to re- 
duce the annual weighted average cost. 
The annual weighted average cost of 
money therefore establishes the bed- 
rock minimum. 


On the other hand, the simple average 
method of computing the cost of ob- 
taining money gives the same weight to 
each issue regardless of its size in dollars 
and thus establishes generally—unless 
there is in a given year an abnormally 
large security issue with a cost of money 
substantially lower than the cost shown 
by any of the smaller issues—the upper 
limit of the cost of money raised through 
the sale of the various types of railroad 
securities. Between the weighted aver- 
age and the simple average cost of 
money lies the percentage, substantiated 
by this factual investigation, which 
measures the cost of obtaining money 
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generally to railroads in United States. 


Interpretation of Table I 


The fact cannot be stressed too 
strongly that the percentage cost of 
obtaining money shown in Table I, 
whether the weighted or the simple 
average be taken as a criterion, is the 
cost of obtaining money to railroads 
whose securities generally represent high 
grade investments, railroads whose 
record of earnings over a long period of 
years has led investors to express a 
preference for them whenever they are 
committing their funds to railroad cor- 
porations. This statement is corrob- 
orated by an examination of the 
ratings given to the securities in ques- 
tion by Moody’s Manual of Steam Rail- 
roads. A search through the foregoing 
publication as of the year in which a 
specific block of securities was first 
offered to the investor shows that, of the 
390 individual blocks of bonds and 
equipment trust certificates (rating for 
notes seldom being available) included 
in this investigation, 358, or 91.8%, 
had a rating of A or better—the highest 
rating groups assigned to railroad se- 
curities by Moody; 24, or 6.2%, had a 
rating below A; and no rating was 
ascertainable for the remaining 8, or 
2.0%, of the issues. If, instead of the 
number of issues, a comparison is made 
of the aggregate par value of the issues, 
it will be found that there are $3,819,- 
097,578 par value of bonds, or 89.3% 
with a rating of A or better; $395,456,- 
150, or 9.2%, have a rating of less than 
A; no ratings were ascertainable for 
the remaining $59,659,000, or 1.4%. Of 
the total equipment trust certificates 
amounting to $799,231,181 par value 
$788,215,181, or 98.6%, were given a 
rating of A or better; while the remain- 
ing $11,016,000, or 1.4%, received a 
rating of less than A. 
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Table I is predicated on approxi- 
mately $5,737,152,775 par value of 
securities floated by railroads from 1900 
to 1930 inclusive, with the total number 
of security issues amounting to 441 and 
the number of companies included in 
this investigation totaling 79. 
total par value of securities included in 
this investigation, $4,274,212,728, or 
74.5%, represents bonds; $799,231,180, 
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or 13.9%, represents equipment trust 
certificates; and $663,708,867, or 11.6%, 
represents notes. An examination of the 
table discloses that the weighted aver- 
age cost of obtaining money through the 
sale of bonds for the period 1900 to 
1930 is 3.33%. The corresponding figure 
for equipment trust certificates is 1.70%; 
and for notes, 1.18%. The simple 
average costs for bonds, equipment 
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trust certificates, and notes during the 
same period are 3.51%, 1.61%, and 
1.73%, respectively. 

The apparently wide variation from 
year to year in the total par value of 
securities upon which the cost of ob- 
taining money was based is not neces- 
sarily attributable to the fact that the 
capital flotations in one year were 
smaller or larger than in the immediately 
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preceding or succeeding years; the rela- 
tively smaller amount in par value of 
securities appearing in any one year 
may mean simply that information con- 
cerning the cost of money was avail- 
able only for a smaller aggregate amount. 
While the column headed “Percentage 
Cost of Money” displays variations in 
the annual average cost, in view of the 
fact that in each yearly period the 
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average cost figures are based upon a 
great variety of securities and repre- 
sent issues of railroads of varying earn- 
ing power and operating character- 
istics, and in view of the fact, also, that 
at the time of issuance of the individual 
blocks of securities different conditions 
prevailed in the money and investment 
markets, only the most general con- 
clusions can be drawn from the table. 
As might be expected, the weighted 
and simple average cost of obtaining 
money through the sale of bonds is 
higher than that incurred through the 
sale of equipment trust certificates or 
notes. A glance at Table I clearly in- 
dicates no seasonal, secular, or cyclical 
movement in the cost of obtaining 
money. On the contrary, the figures 
substantiate the fact that continual fluc- 
tuations in the supply of or demand for 
funds in the investment market, as well 
as other factors heretofore detailed, are 
the primary determinants of what rail- 
roads will have to pay to get money. 

It would be improper to consider only 
the average costs of a certain year in 
view of the many factors previously 
enumerated which might make the cost 
of money in that year unrepresentative. 
To offset the yearly range of variation, 
s-, 10-, 15-, and 28-year averages were 
struck for each type of security issued. 
Attention is directed to the relatively 
narrow range of variation in these 
averages. Table II presents these 
averages for various periods. 


After a review of the foregoing facts 
it is appropriate to direct attention to 
the fact that all the preceding data 
relate to the expenditures for this item 
which a going railroad actually had to 
make. To one familiar with the nature 
of the investment market and the cir- 
cumstances surrounding the sale of 
securities by investment bankers to the 
investor, it is evident that all the pre- 


ceding factual data showing the cost of 
obtaining money to railroads under- 
state the cost which would be incurred 
in raising money by a railroad repro- 
duced under the Commission’s theory of 
valuation. For the preceding data show 
what the cost of obtaining money was 
to existing railroads with established 
earning power that could be cited by the 
investment banker to the investor when 
the block of securities in question was 
being offered for sale. On the other 


Taste II. Averace Cost or Money To RAILRoaps 








Equipment 
Bonds Trust 
Certificates 





Weighted average 
Range, 5-year periods. .| 2.65-4.30%]| .93-2.87% 
Mean, 5-year periods...} 3.48% 1.90% 

Simple average 
Range, 5-year periods. .|2.53%-4.42%| .86-2.38% 
Mean, 5-year periods...} 3.48% 1.62% 

Weighted average, 1900-14) 3.54% * 

Simple average, 1900-14..| 3.94% * 

Weighted average, 1900-30] 3.33% 1.70% 

Simple average, 1900-30..] 3.51% 1.61% 


*Period 1900-14 omitted because of insufficient data 
for period 1900-04. 
hand, a brand new railroad, being repro- 
duced under the theory of the Com- 
mission, would have its securities ad- 
versely criticized by the investor on the 
ground that it had not yet demon- 
strated one dollar of earnings as a 
guarantee of its ability to meet the 
interest on its funded obligations or to 
pay dividends on its stock. 

In these circumstances, the amount of 
sales and advertising effort, adminis- 
trative work, and money expended by 
the investment banker completely and 
successfully to market the securities of 
the railroad to the investing public 
would be substantially increased. Con- 
fronted with the choice of marketing 
securities of a seasoned railroad as com- 
pared with the securities of a railroad 
in embryo, investment bankers are 
positive in their expression of preference 
for the former type of securities, in- 

















of t 











COST OF MONEY TO RAILROADS 


asmuch as senior securities of seasoned 
railroads are generally acceptable in- 
vestments to savings banks and in- 
surance companies, whereas securities 
of untried railroads are not. The avail- 
ability of savings banks’ and insurance 
companies’ investment funds and the 
size of the blocks of securities pur- 
chased therewith enable the invest- 
ment banker to effect material savings 
in his operating expenses and overhead. 
Marketing securities of an unseasoned 
railroad cannot be carried on with the 
same facility, for such securities are 
seldom, if ever, acceptable as invest- 
ments to savings banks and insurance 
companies, and moreover require enor- 
mous sales efforts to make them attrac- 
tive to the individual investor. As a 
consequence, the cost of obtaining 
money to the brand new railroad would 
be in excess of the figures heretofore 
adduced. 

Moreover, it should be kept in mind 
that in the figures showing the cost of 
obtaining money presented in Table I, 
numerous refunding issues were in- 
cluded in the calculation; in brief, only 
a small fraction of the total amounts 
involved represents the sale of securities 
for the purpose of raising the initial 
funds with which to construct a railroad 
property. The presence in the calcula- 
tion of the cost of obtaining money of 
these refunding issues, representing as 
they do issues of railroads with an 
established operating record, undoubt- 
edly tends to reduce the weighted 
average cost below that which would be 
arrived at had all the securities been 
issued for the purpose of raising funds 
to construct a new railroad. 


Cost of Money as an Element in the 
Valuation of a Railroad 


There never has been any question 
of the right of a railroad to be reim- 
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bursed for the cost incurred in obtain- 
ing capital funds devoted to the develop- 
ment and expansion of its transporta- 
tion facilities and service. After the 
ascertainment of the exact cost of rais- 
ing the funds used by the railroad in 
its business, the problem then arises 
as to the method by which the manage- 
ment of the railroad may deal equitably 
with the investors, who through the 
purchase of securities have contributed 
the funds necessary to construct and de- 
velop the railroad property, and with the 
consumers of the railroad who are using 
and paying for its transportation service. 


The decisions of the courts and com- 
missions show two distinct ways in 
which this cost of money may be 
handled. On the one hand, the ex- 
penditures incident to raising money 
may be regarded as constituting an 
unavoidable expense in the acquisition 
of capital funds necessary to initiate 
and develop the business and as such 
properly to be considered in the same 
class as the cost of professional services 
rendered by engineers, attorneys, and 
the administrative organization of the 
company in connection with the con- 
struction and development of the prop- 
erty; in brief, a cost upon which a 
reasonable amount for interest and 
profit should be earned. Thus to add the 
expenditures incurred in getting capital 
funds to the total investment in the 
plant, and hence to consider it as an 
integral part of the total sum upon 
which a fair rate of return should be 
allowed, is one way in which an equitable 
arrangement may be effected as between 
the investors and the customers of the 
railroad. The addition of the cost of 
money to the physical property invest- 
ment of the railroad enlarges the sum of 
money representing the value of the 
plant upon which a fair return is to be 
allowed. 








The second method of treating the 
cost of money is gradually to write off 
the original cost by charging a suffi- 
ciently high rate to the customers im- 
mediately following the acquisition of 
the capital funds invested in the busi- 
ness so that over the period of years for 
which the securities run, the entire cost 
will be written off through operating 
expenses. For example, a cost of $1,000,- 
ooo incurred in the sale of a $20,000,000 
bond issue, running for 20 years, may 
be extinguished for a railroad having 
50,000 users by equal payments during 
the life of the bonds of $1 per customer a 
year, or by an increase of $50,000 per 
annum in the ordinary rates over and 
above the rates necessary to cover 
operating expenses, including deprecia- 
tion and reasonable amounts for inter- 
est and profits. When amortized in this 
manner, the cost of obtaining money 
becomes only a temporary charge against 
the customers, but is shifted from all 
users of the railroad, present and po- 
tential, to only that part of them 
attached during the period for which 
the securities run. The total cost of ob- 
taining money is thus extinguished at 
the expense of those people who use the 
transportation facilities in question dur- 
ing the amortization period. 


Arguments for Capitalizing Cost of Money 


There are sound economic reasons for 
capitalizing the cost of money. From 
the customer’s point of view there is 
something to be said in favor of the 
method by which the amount expended 
in acquiring funds is added to the value 
of the plant upon which a fair return is 
to be allowed. Even though by such a 
method the cost of money becomes a 
permanent charge upon the customer, 
this charge will be relatively low com- 
pared with that which the customers of 
the first few years following the in- 
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auguration of the enterprise will have 
to bear in case the cost is written off 
through operating expenses. Moreover, 
the amortization method of handling 
the cost of money accentuates the 
financial burden which the customers 
of the railroad during the earlier years 
have to bear, not alone because during 
this period the customers are fewer in 
number, but also because it is likely 
that necessary changes in plant, per- 
sonnel, and services dictated by cumu- 
lative experience with the community 
served, render inevitable higher rates 
during the inaugural stages of the 
enterprise. 

From the standpoint of the stock- 
holder cogent reasons exist for including 
the cost of money to a railroad in the 
investment upon which a fair rate of 
return is to be calculated. For it must 
be remembered that the value of most 
railroads is represented both by bonds 
and by stocks. The bonds have prior 
claim on the earnings while the stock- 
holders take what is left after all pre- 
ferred claims have been met. The 
amount deducted from the so-called 
fair value of the property in case the 
cost of money is written off through 
operating expenses would, therefore, 
have to come out of the stockholder’s 
share alone instead of being distributed 
over the entire value of the property as 
it should be. 


Effect on Stockholder if Cost of Money is 
not Capitalized 


For the purpose of illustrating the 
effect which the failure to capitalize the 
cost of obtaining money to a railroad 
would have upon the equity of a com- 
mon stockholder thereof, the calcula- 
tion appearing in Table III was made. 
The relationship existing between the 
money raised by bonds, by equipment 
trust certificates, and by stock is pred- 
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icated upon the capital structures of 
Class I railroads, which show that 
money raised by the sale of bonds, 
equipment trust certificates, and pre- 
ferred stock amount approximately to 
68% of the total par value of securities 
outstanding, while the remaining 32% 
represents the equity money, or com- 
mon stock. 


It is assumed for the purposes of this 
illustration that a railroad enterprise is 
to be organized with a total investment 
of $10,000,000 over and above the cost 
of obtaining that capital, the money to 
be raised by the sale of bonds, equip- 
ment trust certificates, and stock accord- 
ing to the proportions just described. 
With the exception of the stock, the cost 
of obtaining money figures represent the 
actual costs of obtaining money on 
bonds and equipment trust certificates 
to railroads in the United States as set 
forth in Table I. The percentage costs of 
obtaining money through the sale of 
preferred and common stock respec- 
tively, used in Table III, are predicated 


.upon figures gleaned from bankers 


and err on the side of conservatism; for 
frequently the charges exacted by 
bankers for the flotation of additional 
stock of the larger Class I railroads 
which have been operating success- 


fully for half a century or more, will 
amount to the figures used in Table III, 
as representing the cost of obtaining 
money to a brand new railroad. 

To simplify the illustration, it is 
assumed in all cases that the securities 
without exception will be sold to the 
ultimate investor at par so that the 
investor’s money contribution to the 
physical plant of the railroad will in 
fact exactly equal the par value of the 
securities outstanding in every case. 


With the foregoing factors affecting 
this calculation in mind, the amount of 
bonds which would have to be issued to 
the investors at par to yield $5,000,000 
in cash would be determined by the cost 
of obtaining money applied in this 
instance, or 4.4%. In brief, the total 
par value of the securities that would 
have to be sold to net the company 
$5,000,000 subsequently to be invested 
in its plant would exceed $5,000,000 by 
the total expenditures made in obtain- 
ing the money. This amounts to $220,- 
ooo so that the ratlroad would have to 
sell $5,220,000 of bonds in order to 
receive net $5,000,000. With equipment 
trust certificates exactly the same 
method of calculation is applied and the 
result in this case shows that $813,600 of 
equipment trust certificates would have 


TABLE III. EFFECT ON STOCKHOLDERS’ INVESTMENT IF CosT OF OBTAINING MONEY IS EXCLUDED FROM FAIR VALUE OF RAIL- 
ROAD WITH TOTAL INVESTMENT OF $10,000,000 

















Ss 
z Equity for Percentage of 
Equip- Common Stock | Percentage of Par Value of 
ment Total Par Value Assuming 4 Par Value of | Common Stock 
Bonds | Trust ‘tock of All Common Stock |Not Represented 
Certifi- Stock Sold to Made for Cost Represented by by Allowed 
cates Investor of Obtaining Allowed Value Value 
Pre- |Common Money in 
ferred Valuation 
EXAMPLE A 
Assuming invest- 
ment to be repre- 
sented by......... 50% 8% 10% 32% } 
_ Cost of obtain- + $3,584,000 $2,886,400 80 20 
ing money based on | 
1900-1904 average.| 4.4% 1.7% 10%* 12%* 
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to be sold to the investor at par in order 
to net the company $800,000. The 
amount of preferred stock that would 
have to be issued with a cost of ob- 
taining money at 8% to net the com- 
pany $1,000,000 would be $1,080,000. 
By the same process the amount of 
common stock that would have to be 
issued at a cost of 12% to net the com- 
pany $3,200,000 would be $3,584,000. 
Consequently, $10,697,600 of securities 
will have to be issued at par to the 
ultimate investor to yield to the com- 
pany $10,000,000 to invest in its prop- 
erty after the cost of obtaining money 
has been defrayed. 


The relationship between the cost of 
obtaining money expressed in dollars 
and the equity which the common 
stockholders now possess in the $10,000,- 
000 property is as follows: The total 
cash received by the company from the 
bankers is $10,000,000 and the total par 
value of the bonds, equipment trust 
certificates, and preferred stock out- 
standing, representing dollar for dollar 
the money contributed by the ultimate 
investor, is $7,113,600. The balance, 
representing the equity for the com- 
mon stock, assuming that no allowance 
is made for the cost of obtaining money 
in any valuation of the railroad property 
immediately following the construction 
of the property, amounts to $2,886,400. 
While the common stockholder has 
paid $3,584,000 in cash for this stock, 
yet if the cost of obtaining this money 
is excluded from the total value of the 
railroad’s property, then the equity in 
the property, representing the allowed 
part of the rate-base belonging to the 
stockholder, would amount to $697,600 
less than the actual amount of money 
which he has contributed to the enter- 
prise. In brief, if the cost of obtaining 
money is not regarded as an element of 
value in the railroad’s property, approxi- 


mately 20% of the common stock equity 
has immediately disappeared. 

The preceding calculation definitely 
demonstrates that the cost of obtaining 
money is something which the security 
holders have generally contributed to 
the enterprise. The need for recognizing 
the cost of obtaining money as an 
essential part of the value of any rail- 
road or utility is further accentuated by 
the fact that both types of enterprises 
are continually seeking to attract capital 
with which to finance the improvements 
and extensions demanded by their cus- 
tomers. Should stockholders find that 
through the arbitrary refusal of the com- 
missions to recognize legitimate expendi- 
tures incurred in obtaining money as a 
part of the money invested in the 
property, approximately 20% of their 
investment disappears immediately after 
the purchase of their stock, then the 
keystone of the financial structure— 
the investment in common _ stock— 
becomes practically impossible. No 
investor is likely to invest in a business 
enterprise where his profits are not only 
regulated, but where at the outset he 
must face a loss of 20% of his investment 
because the regulatory bodies have de- 
cided that the cost of obtaining money 
must be amortized through operating 
expenses rather than be added to prop- 
erty investment. 

The soundnessef the reasoning by which 
some courts and commissions justify the 
amortization of the cost of money out of 
operating expenses and refuse to permit 
it to be included in the investment in the 
property diminishes when it is realized 
that one of the standard measures 
adopted by commissions for determining 
a fair rate of return sufficient to attract 
capital into the industry is the cost of 
obtaining money in the open market. 
In the mechanics of fixing rates for rail- 
road enterprises, the value of the prop- 
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erty is generally regarded as constitut- 
ing the base upon which the rates are 
to be fixed—this value representing a 
finding by some government tribunal 
that there has been and is, as of the 
date of the valuation, a certain amount 
of money invested in the property that 
is used and useful and dedicated to the 
public service. A fair rate of return is 
the interest rate which when applied to 
the money invested in the property 
produces the return which, in the judg- 
ment of the regulatory body and the 
owners of the property, including its 
creditors or bondholders, it should be 
allowed to earn. The rate of return 
measures the sum which the railroad is 
allowed to collect from the public for 
the service rendered. The purpose of 
determining the fair value of a railroad 
is to give to the security holder and 
particularly to the owners of the prop- 
erty, namely preferred and common 
stockholders, some estimate of the actual 
money investment behind their security. 
As a matter of fact, the reputable in- 
vestment banker is extremely careful 
before he sells any railroad bonds or 
stock to his customers to ascertain 
whether there is a dollar-for-dollar in- 
vestment value behind the securities 
marketed, for he realizes the precarious- 
ness of his position, if he is detected 
selling securities which will not at all 
times be recognized as having a right to 
areturn. It is sheer casuistry to say 
that the amortization of the cost of 
money without capitalization thereof 
adequately protects the investment of 
the bondholder and stockholder. Un- 
fortunately, under our capitalistic re- 
gime the investor or owner measures the 
adequacy of his protection by whether or 
not he has returned to him at the ma- 
turity of his investment the same 
dollars of purchasing power that he has 
originally contributed to the enterprise. 


Blandly to assure him at the outset 
that having paid so much money for his 
bonds or stock his investment will 
shrink 20%, as a result of the failure of 
commissions or courts to recognize the 
legitimacy of including the cost of ob- 
taining money in the total investment, 
is a method par excellence for keeping 
capital out of the railroad industry. 


It should not be assumed that the 
capitalization of the cost of money 
would automatically result in repeated 
additions to the capital structure of the 
railroad or public utility whenever new 
or refunding issues of bonds or stock were 
floated. Clearly, such a practice would 
result in arbitrary increases in the 
capitalization of the railroad without 
any substantial increase, perhaps, in its 
physical property. Indeed, it is con- 
ceivable that a railroad without any 
well-developed financial program might 
enjoy continual accretions to its capital 
structure through additional brokerage 
charges incurred on new security issues, 
and thus directly benefit from a hap- 
hazard financial policy. The cost of 
money or brokerage should be added to 
the capital structure of a railroad or 
public utility: only once. Whether the 
brokerage fee which is applied to the 
total capital structure as a means of 
determining the absolute amount in 
dollars which should be added thereto 
for the cost of money, is the fee incurred 
on the flotation of the initial securities or 
whether the brokerage fee is an average 
of the various costs incurred in floating 
a series of security issues over a period 
of time, makes little difference. In any 
event, it is contemplated that the cost 
of money will be added only once to the 
total capital structure of the railroad or 
public utility. 

It is submitted that the question of 
whether the cost of obtaining money is 
being amortized by the company is 
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immaterial in determining whether the 
cost of money should be included as an 
item in the fair value of the property. 
If the principle is adhered to that any- 
thing which is amortized should be ex- 
cluded from the valuation, the entire 
theory upon which valuations are uni- 
versally made would be so greatly im- 
paired as to cause their abandonment 
as a means of determining the fair value 
of the property of a railroad. It is uni- 
versally admitted that interest during 
construction is an element of the cost 
of the property and should be included 
as a part of its fair value. It is also 
universally admitted that engineering 
is a proper element in the cost of con- 
structing a property and should be in- 
cluded as a part of its value. But both 
interest during construction and en- 
gineering—together with other elements 
of cost of a similar nature—are amor- 
tized over the life of the various ele- 
ments of physical property, in which 
these items represent a part of the cost, 
through a reserve for renewals and re- 
placements, sometimes referred to as a 
reserve for depreciation. The capital 
which is raised for the purchase of labor 
and materials, for providing engineer- 
ing and meeting interest during con- 
struction, all passes out of existence 
with the physical property. In exactly 
the same way the corporate organiza- 
tion of most enterprises ceases at some 
time to be suitable for the conditions 
then existing. The railroad outgrows its 
financial structure and extensive re- 
financing is therefore necessary. This is 
an element of obsolescence exactly 


similar in nature to the obsolescence of 
physical property and must be so re- 
garded and handled. 


It requires no minute scrutiny to 
ascertain the fact that the amount of 
money expended by a railroad in ob- 
taining capital funds is nothing more 
than a remuneration paid to the bankers 
for their specialized services. The cost 
of money, therefore, is directly com- 
parable to the sum paid indirectly to 
wholesalers, retailers, and manufac- 
turers in the purchase of tangible prop- 
erty and equipment, for in every item 
of physical property bought by a rail- 
road a certain amount of the total pur- 
chase price goes toward defraying the 
costs of sale and distribution thereof, 
and hence represents specific payments 
to the individuals or corporations per- 
forming such services. To deny the 
validity of including the cost of obtain- 
ing money—representing as it does a 
legitimate item of expenditure incurred 
in getting requisite funds—as a proper 
and indispensable element in the cost 
of constructing and developing every 
railroad property, is equivalent to a 
denial that the purchase price honestly 
paid for tangible property and equip- 
ment represents the true original value 
of the physical property investment. 
Money used for plant construction and 
expansion is a commodity and must be 
bid for in a competitive market, and 
the time and energy incident to its 
acquisition and placement in the hands 
of the railroad should be duly compen- 


sated. 
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Is Municipal Ownership at the Crossroads? 
By PAUL JEROME RAVER 


the writer discussed certain changes 

in the trend of the establishment of 
municipally owned electric utilities in 
the United States—changes which 
pointed definitely to a quickened interest 
in municipal ownership and indicated 
that the downward sweep in the number 
of municipally owned establishments in 
existence had been checked and might 
be definitely reversed in the near future. 
The figures presented at that time were 
tentative but were sufficiently accurate 
to warrant the conclusions drawn. The 


[: THE May issue of this Yournal! 


apparently rising tide of sentiment for 


municipal ownership seemed to warrant 
a further careful check of the movement 
and as a result of this check a complete 
list of municipally owned generating 
plants was published in the August 
issue of the Fournal, followed in the 
November issue by a complete list of 
the establishments purchasing all cur- 
rent distributed.2 Since the response 
to the publication of these lists was 
immediate and extensive, it has seemed 
worth while to correct certain basic 
tables, published in earlier years, by in- 
corporating the minor changes found in 
the above check. 

The growth and changing technical 

1 Raver, Paul Jerome, “Municipal Ownership in the 
Last Five Years”, 9 Yournal of Land & Public Utility 
Economics 121-134 (May, 1933). 

29 Fournal of Land & Public Utility Economics 

306-313. and 410-417 (August and November, 
1933). Both lists were checked against similar data 
independently compiled by Edna C.«Macmahan of 
Columbia University. 
*This table, 1882 to 1927 inclusive, was first pub- 
lished by Herbert B. Dorau, The Changing Character 
and Extent of Municipal Ownership in the Electric Light 
and Power Industry, p. 52 and later for the period 1882 
to 1930 inclusive by the writer, Recent Technological 
Developments and the Municipally Owned Power Plant, 
Pp. 3. 


c 


character of municipal establishments in 
existence during the 51 years from 1882 
to the close of 1932 are shown in Table 
I’ and Chart I (corrected by the new 
information).4 The new data do not al- 
ter the trends discussed in previous 
studies.® 
The purpose of this article, however, 
is to consider more specifically and in 
some detail the changes in the two years 
1931 and 1932 and to evaluate, if 
possible, some of the broader implica- 
tions of current developments. The 
total number of establishments in these 
two years has continued to decline but 
at a decreasing rate. The drop from 1929 
to 1930 was 99 establishments, or 4.9%; 
from 1930 to 1931 the drop was only 
2.7%, represented by 53 establishments; 
while 1932 registered a decline of only 
0.7% (13 establishments) from 1931. 
Table II, which analyzes generating 
plants only, shows a distinct reversal of 
the downward trend in 1932 for plants 
of this character. The number of gen- 
erating plants (which include those 
generating all or part of output) in- 
creased from 902 in 1931 to 905 in 1932. 
Of course, the significant fact to be 
noted in Table II is the continued rise 
in total horsepower capacity and aver- 
age size of generating plants (based on 


4The total number of municipal establishments 
shown here (1,849) does not correspond with the pre- 
liminary report of the United States Census of Electrical 
Industries for 1932 (taken in 1933) which lists the total 
at 1802. A part of this discrepancy is accounted for by 
the inclusion of 31 plants generating current for street 
lighting only which are not included in the Census 
classification. In addition, the tabulation given here 
includes a few plants owned by municipalities but 
leased to private companies. When these reconciliations 
are made, the totals given by the two sources agree 
within about % of 1%. 


5 Raver, op. cit., supra notes 1 and 3. 
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data from preliminary reports of the 
1932 Census of Electrical Industries). 
In Table III the frequency distribu- 
tion of plants in existence in each year 
by horsepower groups shows in more 
detail the trend toward larger sized 
plants. The number of plants over 500 
horsepower in size experienced an un- 
interrupted increase from 60 in 1903 to 
536 in 1930 (Table III and Chart II), 
forming what has been referred to in a 
previous monograph’ as the “subsistence 
level” or plateau of normal growth of 
municipally owned generating plants. 
While data for 1931 and 1932 give re- 
sults which are inconclusive because the 
horsepower is partially estimated, a 
continuation of the upward trend of the 


5 Raver, Recent Technological Developments and the 
Municipally Owned Power Plant, p. 70. 

7 Provision has been made for a federal grant 
(which is not required to be repaid) of 30% of the cost 
of labor and materials used in plant construction. 
(This also applies to plants other than electric light 
and power.) This will actually amount to about 20 


number of plants over 500 horsepower 
may be expected in 1934 as a result of 
the aid to municipal ownership pro- 
jects recently promised by the Public 
Works Administration.’ Actual con. 
struction of plants in 1933 was held 
back in many cases awaiting decision 
of the Government as to its policy in 
aiding in the financing of such projects. 
This stored up demand may reasonably 
be expected to be released in 1934. It 
may be that this aid from the Federal 
Government will encourage towns below 
the s500-horsepower level to establish 
plants. 
Considerable interest, therefore, at- 
taches to the trend in technical char- 


to 25% of the total cost of new projects. 


8 Nevertheless, several rather large projects were 
completed and placed in operation in 1933, notably 
Vernon, California, with a Diesel plant of 35,000 
horsepower and Piqua, Ohio with a steam plant of 
8,000 kws. Of the smaller plants, Geneseo, Illinois 
(starting in July, 1933) may be cited as a recent ex- 
ample of small isolated plant competition with a 
privately owned system. 
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Taste I. Numer or Munictpat EsTaBLisHMENTS 
in THE Unirep States Generating ALL, Part, 
or None or Output, By Years, 1882-1932 


Generating 








Year 
Total 





1882 
1883 
1884 
1885 
1886 
1887 
1888 
1889 
1890 
1891 
1892 
1893 
1894 
1895 
1896 
1897 
1898 
1899 
1900 
190 
1902 
1903 
1904 1,038 
1905 1,103 
1906 1,177 
1907 1,267 
1908 1,351 
1909 1,414 
Ig9I0 1, 534 
IgiI 1,622 
1912 1,731 
1913 1,831 
1914 1,980 
1915 2,150 
1916 2,272 
1917 2,401 
1918 2,499 
1919 2,582 
1920 2,742 
1921 2,844 
1922 3,025 1,151 
1923 3,077 1,270 
1924 3,040 1,342 
1925 2,915 1, 363 
1926 2,646 1,330 
1927 2,358 1,263 
1928 2,180 1,17! 
1929 2,014 1,052 
1930 1,915 991 
1931 1,862 960 
1932 1,849 944 


acter of municipal establishments. That 
is, will municipal ownership develop 
during the next few years along lines of 
isolated plant generation of electricity 
or will it embrace only the distribution 
of power purchased at wholesale from 
mass-production sources, either publicly 
or privately owned? Certainly, where 





























municipalities have satisfactory sources 
of cheap power available, the establish- 
ment of isolated generating plants is 
out of step with a policy of utilizing ex- 
isting mass-production economies. The 
same reasoning should apply regardless 
of whether that source of power is pub- 
licly or privately owned. Yet, there are 
indications that the reasoning differs 
under different circumstances of owner- 
ship of the power supply. 

For example, Table I shows that be- 
tween 1923 (the year in which the num- 
ber of municipal establishments reached 
its peak of 3,077) and 1928, the number 
of plants generating all or part of out- 
put declined 45%, whereas the cor- 


Taste II], Numper, Horsepower Capacity, AND 
AVERAGE Size or MunicipaL GENERATING 
Ptants 1n ExIsTENCcE IN THE UNITED STATES 
By YEars, 1903-1932 





Average 
Size of 
Plants 
(H. P.) 


Number 
Years of oO 
Plants* Plants 


eee san 





210,821 231 
241,250 239 
271,439 254 
297, 100 262 
1907 1,216 349,942 288 
1908 1,274 365,992 287 
1909 1,315 419,409 319 
Ig10 1,397 450, 875 323 
IgII 1,452 483, 388 333 
1912 1,521 527,251 347 
1913 1,580 604,642 383 
1914 1,656 697, 539 421 
1915 1,733 745,628 430 
1916 1,766 789,681 448 
1917 1,796 812,956 453 
1918 1,831 880, 871 482 
1919 1,858 955,032 514 
1920 1,881 1,093,998 582 
1921 1,858 1,097, 303 591 
1922 1,874 1,204,170 643 
1923 1,807 1,318, 506 730 
1924 1,698 I, 402, 408 826 
1925 1,552 1, 596, 381 1,029 
1926 1,316 1,757,361 1,335 
1927 1,095 1,858, 896 1, 698 
1928 1,009 2,046,265 2,028 
1929 962 2,270,947 2,361 
1930 924 2, 586, 605 2,799 
1931 go2 t 
1932 905 t 

* Includ ts ting all f output. 

{Compinte Gets on eereecnes He dae eee on ust 
available. The recent Census of Electrical Industries (prelim- 
inary) gives a total of 2,775,649 horsepower for 1932. The 


us figures indicate an average size of 3,200 horsepower 
as a basis, the interpolated figure 


1903 gi2 
1904 1,011 
1905 1,068 
1906 1,135 














for this year. Using this 
for 1931 would be 3,000 horsepower. 











64 


responding drop in the number of pur- 
chasing establishments was less than 
8%. The figures in Table I indicate and 
it is common knowledge that privately 
owned mass-production generating facili- 
ties were being utilized as a source of 
energy supply rather extensively during 
this period by municipally owned es- 
tablishments. That is, the trend was 
predominantly toward the purchasing 
type of establishment. However, from 
the close of 1928 to the close of 1930 
the corresponding percentages were 8% 
and 15% respectively. While there are 
many factors to be taken into con- 
sideration in drawing conclusions, the 
reversal of the trend shown here is 
sufficiently striking to indicate a more 
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favorable attitude in the past few years 


toward the use of the isolated generating | 


plant by municipalities even though 
large-scale production facilities were in 
existence from which power could have 
been purchased. 


Analysis of the figures underlying | 
Table I for the years 1931 and 1932, | 


however, reveals a trend so slight as to 
be inconclusive on this point. For plants 
in existence at the beginning and close 
of the two-year period the figures are: 


Number changing from P to G*....... 
Number changing from PtoG P...... I 
Number changing from GP toG..... 


Total number moving in the direction of 
independence from outside sources of 


Tasve III. Frequency DistrisuTion oF THE ToTaL NuMBER OF MunicipaL GENERATING Pants 1n Exist- 
ENCE IN THE Unirep States By Horsepower Groups AND By YEARS, 1903-1932 
































100 | IoI- | 201- | 3or- | sor- | 1,001-| 2,001-| §,001- | 10,001-| 25,001-| Over | Total 
All | H.P.| 200 | 300 | 500 | 1,000 | 2,000 | 5,000 | 10,000 | 25,000 | 50,000 | 50,000 | Number | 
Year | Groups| and | H. P.|H.P.|H. P.|H. P.|H. P.|H.P.| A. P. | H. P. H. P. | over 
Under 500 H. P. 

1903 912 | 277] 339] 140 96 47 8 4 1 Gam Pore S| neers pee re ere 60 
19604. | 1,;01T | 903 | 370 | 3751 114 56 II 5 By Wethgcs sl etieslea aloes 7 
1905 | 1,068 | 309] 374] 171 |] 134 59 14 6 | | are raes| apr | arene er 80 
1906 | 2,135 | 313°] 396] 1801 152 71 16 6 1 Hae pareemers | op eercen| Mun sieee 94 
1907 | 1,216 | 338] 412] Ig! 168 80 17 5 4 Bo Wate eautacsacen 107 
1908 1,274 | 358 | 433 199 170 83 19 7 4 Bo is Boeecevertnccctrss acon 114 
1909: | 1,315 | 370 | 421 | 221 | 772 gI 24 II 4 I 1) 131 
1910 | 1,397] 417] 416] 235] 180] 106 25 12 4 I a Cer 149 
IgII 1,452 | 439 | 420[ 240| 185] 119 27 16 4 I : ap eer: 168 
Ig12 1, 523 466 | 410] 249] 211 130 30 19 4 I Beek vateree 185 
1913 | 1,580] 488] 406] 261 | 215 | 146 35 21 CP erence eee Me alesse 210 
ora. | 1,666 | 537.1 404] 270:| 217 | 192 43 22 6 I TR Vee ere 228 
1915 | 1,733] 582] 395 | 286] 227] 160 47 24 5 9 Mesias 243 
1916 | 1,766 | 608 | 398] 275] 229] 163 2 26 8 3 Ve Aaereine 256 
1917 | 1,796] 631 | 395 | 268] 231 171 55 31 6 4 i Mace, wires 271 
1918 | 1,831 | 658] 391 | 257] 239] 178 63 29 8 3 tl ere 286 
1919 | 1,858 | 666] 386} 261 | 233] 193 64 a 8 4 Gases 312 
1920 | 1,881 | 664] 386] 267] 231 198 vis 42 7 5 i 3 333 
1921 1,858 | 661 | 373 | 261 | 226] 201 7 41 8 5 3 3 337 
1922 | 1,874 | 633] 366] 260] 237] 212 go SI II 8 i 3 378 
1923 | 1,807 | 569 | 352] 252] 226] 232 85 62 13 Io 4 2 408 
1924 | 1,698] sor | 317] 229 | 225] 236 92 65 17 9 5 2 426 
1925 | 1,552] 412] 285] 201} 216] 226] 104 69 19 12 4 4 438 
1926 | 1,316 | 282 | 217] 172| 193] 217] 113 78 23 II 3 9 452 
1927 | 1,095 | 171 | 166| 127] 173] 201] 121 85 26 15 3 7 458 
1928 1,009 440°} °298 108 157 | 209] 139 88 31 15 3 8 493 
1929 962 94 | 107 gI 160 | 200] 142] I02 34 21 3 8 510 
1930 924} 73| 89] 80] 146| 205 | 146] I05| 43 24 5 8 536 
1931* 902 67 80 771 146] 202] 142] 108 43 24 5 8 532 
1932* 905 65 78 80 | 146] 205] 141 | IIo 43 24 5 8 536 























*Distribution in 1931 and 1932 estimated on basis of partial information available. 1 a 4 
a lower figures than would be indicated by the total horsepower listed in the 1932 Census of Electrical 
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Number changing from G to P........ II 
Number changing from GtoGP..... 19 
Number changing from G P to P...... 4 


Total number moving in the direction 

of dependence on outside sources of 

POUNE 5 5 0 enh e cesses See aae Keds 34 

*“P” refers to establishments purchasing all the 
current they distribute; ‘“G” to plants generating all 
their output; and “G P” to those which. generate part 
and purchase part of output. 
The character of these changes in each 
instance depends, of course, upon local 
conditions, an important consideration 
being availability of satisfactory sources 
of supply at rates sufficiently attractive 
to discourage isolated plant generation. 

While the changes revealed here offer 
no indication of the trend of sentiment 
regarding isolated plant generation for 
the last two years, two recent develop- 
ments of national significance will doubt- 
less have a bearing on the future trend. 
One of these is the proffered aid of the 
Public Works Administration already 
mentioned. This will tend to encourage 
still further the installation of munici- 
pally owned generating equipment and 
seems likely to result, in some instances, 
in duplication of investment where 
other outside sources of power are al- 
ready available, and may also result in 
the establishment of some plants below 
the 500-horsepower “‘subsistence level.” 
The second is the Tennessee Valley 
experiment and other similar federal 
and state projects (public power dis- 
tricts, for example) now in process of 
development. These, in general, are of 
a nature tending to discourage installa- 
tion of isolated generating plants within 
the areas which they embrace. For 
example, in the Muscle Shoals territory 
the present trend is away from the iso- 
lated plant form of production. It is 
reported® that a dozen small cities in 
Alabama had approved propositions for 


*In a forthcoming article by H. M. Olmsted on 
Municipal Ownership in the American Yearbook, pub- 
lished by the New York Times Publishing Co. 


the construction or acquisition of muni- 
cipal electric distributing systems up to 
the early part of November, 1933. 
Here is tangible evidence that a re- 
sumption of the growth in number of 
municipal establishments purchasing all 
of output, noted in the period prior to 
1925 when private capital provided the 
massed-production facilities, may occur 
in the future—at least in those sections 
where public capital provides the large- 
scale generating facilities. Perhaps of 
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TOTAL NUMBER OF MUNICIPAL GENERATING PLANTS 
AND NUMBER OVER SOO HORSEPOWER CAPACITY, 
UNITED STATES, BY YEARS, 1903-1932 
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even greater significance, these publicly 
owned production plants may reverse 
the prevailing procedure of the past 
and buy out privately owned generating 
and distribution systems to provide 
outlets for surplus power.'® In the last 
analysis all this comes back to an earlier 
comment in this article to the effect that, 

10}t is reported in the press that the Tennessee 
Valley Authority has recently contracted with private 
companies in Alabama, Tennessee, and Mississippi to 
buy certain existing generating and distributing 
systems. 
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where satisfactory sources of supply of 
cheap power (either privately or muni- 
cipally owned) are available, the estab- 
lishment of isolated generating plants— 
either privately or municipally owned— 
is out of step with a policy of utilizing 
fully the advantages of the existing 
large-scale production facilities. 


Thus, isolated generating plants which 
have been typical of municipal owner- 
ship history now find themselves, in 
certain areas, under pressure from an 
upper and a nether millstone—privately 
owned systems on the one hand and pub- 
licly owned systems on the other—both 
offering an outside source of energy 
supply. As the pressure from either or 
both of these forces increases (assuming, 
of course, that the mass production ma- 
chine of each is developed along sound 
economic lines), the economic justifica- 
tion of the isolated generating plant 
dwindles. 

Of course, we must not lose sight of 
certain competitive factors tending to 
modify this statement. For example, 
improvements in efficiency of generat- 
ing equipment, both Diesel and steam, 
and competition among manufacturers 
of such equipment tend to lower the 
costs of isolated plant generation and 
increase the competitive position of 
such plants. However, offsetting these 
elements, to some extent at least, is the 
fact that many private utilities, having 
a transmission investment already made 
for resale customers and having surplus 
capacity to sell, will reduce resale rates 
to the competitive level just as they 
have done in many cases to prevent in- 
dustrial customers from installing iso- 
lated plants. Companies will be reluc- 
tant to take such action, however, since 
it will usually result in demands for 
similar rate concessions in other muni- 
cipalities connected to the company 


lines, particularly if the “uniform rate 
area” system of pricing is in effect. 
These conflicting competitive factors 
may balance each other and account for 
the lack of definite trends either away 
from or toward the isolated plant form 
of production during 1931 and 1932. 
Of course, the stagnant capital market 
and financial position of both the 
utilities and municipalities were factors 
in the relative standstill in these years. 


However, this standstill may mark a 
period of transition in municipal owner- 
ship from one phase of its evolution to 
another. More specifically, three phases 
may be cited: (1) period of early devel- 
opment prior to I910 when production 
of electricity, whether public or private, 
was by small units with distribution con- 
fined to limited areas; (2) period of the 
so-called ‘Second Industrial Revolu- 
tion” when widespread diffusion of 
electricity produced en masse by private 
capital was made possible by the spread 
of transmission lines; (3) a third period 
in which the lines of development are 
not as yet clearly marked out but in 
which large-scale planning—state-wide, 
regional, and national in character— 
seems destined to play a significant part 
in securing a fuller realization of the 
social benefits of a wider utilization of 
power resources. As we enter this 
third period (assuming that we have), 
will the growing influence and activity 
of the Federal Government in the 
power business result in accomplishing 
the wider dissemination of power, de- 
centralization of industry, redistribution 
of population, and other significant 
social changes which were being so 
freely heralded during the latter part of 
the second period referred to above? 
If so, what is to be the role of munici- 
pal ownership, particularly the munici- 
pally owned generating plant, in shaping 
and developing this program? 





II. 


Apartment House Bonds: Some Plans for 


Reorganizing Defaulted Issues* 
By CARRIE MAUDE JONES 


N the first installment of this 
] article, which appeared in the No- 

vember issue of the Yournal, plans 
for reorganizing defaulted bond issues 
on apartment houses were grouped into 
five classes according to the type of 
instrument used in reorganization. The 
first two classes—namely, those which 
refinanced with cash payments to bond- 
holders and those which provided for 
readjustments of principal and interest 
—were discussed in the first installment. 
This concluding section, therefore, will 
contain analyses of the three remaining 
groups: those which provide for the 
issuance of new bonds of different 
varieties; those which utilize stock, 
voting trust certificates, or participation 
certificates; and those which provide 
that title be taken by a trust which 
issues its own obligations. 


Group III. New Types of Bonds Issued 

The third type of reorganization 
scheme, illustrated by Plan No. 6, is 
quite popular and requires the issuing of 
new bonds of different varieties in place 
of the original instrument. Issues of 
common and preferred stock are some- 
times also allotted with the bonds in 
various combinations. 

Plan No. 6 provides for the issuance 
of three classes of bonds. The property 
consists of two buildings, an apartment 
hotel and its annex.'® First mortgage 
bonds were originally issued on each 


*Editorial Note: For the first part of this article see 9 
Journal of Land & Public Utility Economics 358-367 
(November, 1933). This first installment included 
Table I which contained various data concerning the 
individual properties involved in these several plans. 
Footnotes in this section are numbered consecutively 
with those in the first installment. 


property to the total amount of $4,000,- 
cco at 64%. Both defaulted. Fore- 
closure proceedings were instituted and 
carried through, thus eliminating all 
non-depositing bondholders. The former 
equity holder was willing to cooperate 
in the new plan, waiving his redemption 
rights and receiving in return all the 
common stock in the new corporation. 

A new building corporation was 
formed, including both properties. Three 
classes of bonds were distributed after 
the original first mortgage bonds were de- 
posited with the bondholders’ protective 
committee. Money was secured from 
the banks for foreclosure and reorgani- 
zation expenses, as well as back taxes. 
Class A first mortgage 6% bonds were 
given to the banks to secure this loan of 
$500,000 which was for a period of 15 
years and which was to be amortized at 
the rate of $30,000 annually. These 
bonds were a first lien on the property. 
Of the $500,000, $25,000 has been paid 
off, leaving $475,000 outstanding at the 
present time. 

Class B first mortgage bonds, subor- 
dinated to the Class A bonds, were given 
to the bondholders for 70% of the 
amount of their investment, and were 
scheduled to pay 5% the first year and 
6% thereafter. 

Class C second mortgage bonds were 
given to the bondholders for 30% of 
their original investment. These were 
scheduled for no interest the first two 
years and then 4% the third year, 5% 


18 Although this building is not located in Chicago, 
the underwriting house had its headquarters in this 
city and the protective committee originated this 
particular plan and carried it out from their offices 
located here. 





68 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


the fourth year, and 6% the fifth year. 
Class C bonds were subordinated to 
Class A and Class B bonds. Class B and 
Class C bonds will mature in 15 years 
by means of a sinking fund, but Class C 
bonds will not mature until Class B 
bonds have been retired. No dividends 
will be paid on the common stock until 
the Class A, Class B, and Class C bonds 
have been retired. The new bonds 
distributed have been created as equal 
in value to the old first mortgage bonds.!® 

The original bondholders’ protective 
committee was discharged after com- 
pleting this plan. Under the plan the 
January 1 and July 1, 1931 interest was 
paid in full on all the new bonds. But on 
January 1, 1932 default occurred in 
interest on the Class B bonds and no 
interest has been paid on these securities 
since that time. Income has been suf- 
ficient only to pay the operating ex- 
penses, taxes, and interest on Class A 
bonds. 

Another interesting fact in connection 
with this property has been the complete 
cooperation on the part of the bond- 
holders. In spite of having gone through 
one default and reorganization with their 
attendant expenses, they have been 
quite content to withhold action and 
await better times. Bonds will not be 
called at this time; bondholders will 
wait until the property can pay them 
interest. 

Critique. Bonds, or promises to pay, 
are given back in this instance to bond- 


19 Plan No. 5 provides for the issuance of two new 
bonds: one for 15 years and the other for jo years. 
The 15-year sinking fund bond bears a fixed rate of 
interest of 5% and is issued to the amount of 60% of 
the original bonds deposited. The 30-year general bond 
is issued to the amount of 40% of the bonds deposited 
and bears interest up to 6% if earnings are sufficient. 
One of each of these bonds is exchanged for each 
original bond deposited. 

20 The interest on an income bond is paid only when 
earned as determined by the board of directors, and 
may be cumulative or non-cumulative. 


holders who have deposited their orig- 
inal first mortgage bonds. But instead 
of having a first lien on the property, the 
Class B bonds are subordinated to the 
Class A bonds and the Class C bonds are 
really second mortgage bonds. Class A 
bonds have been inserted ahead of 70% 
of the bondholders’ investment and there 
are two liens ahead of their Class C 
securities. 

The plan provides for continuous 
interest at a fixed rate but bondholders 
are foregoing 1%-2% in interest. At 
the present time the property is just 
able to earn 6% interest on the Class A 
bonds. By placing the new loan on the 
property, the original bondholders have 
made a present of this 6% to the banks. 

The plan is not suitable for a falling 
market as is shown by the fact that the 
property has not been able to earn 
enough to pay interest on the Class B 
bonds. 

The owners are temporarily benefited 
in being responsible for less interest but 
will probably pay more over the period 
of the entire loan since the maturity 
date has been advanced. They have also 
increased their indebtedness by the 
amount of the new loan, but they are 
still in possession of the property. 

Several variations of this plan, in ad- 
dition to the one already mentioned, 
are also in use. Plan No. 8 illustrates the 
use of income bonds” and stocks, both 
preferred and common, in the reorgani- 
zation scheme.”!_ This property is a 

21 Plan 7 differs from Plan § in that (a) income bonds 
pay 1% more interest if earned; (b) the equity holder 
receives 60% of the stock and the bondholders the re- 
maining 40%; (c) principal and interest cn the income 
bonds are guaranteed by the equity holder. Plan 9 
involved the ‘use of second mortgage bonds and pre- 
ferred stock to the bondholders and common stock to 
holders of a second mortgage. But because of legal 
difficulties and the fall in rentals which made it impos- 
sible for the building to earn sufficient money to pay 
the interest on the new securities, the proposals were 


abandoned. Another plan providing for the use of pre- 
ferred and common stock was substituted. 
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three-story and basement, court type, 
brick apartment building, containing 24 
three-room apartments and six four- 
room apartments. All apartments are 
equipped with electric refrigeration which 
has been installed and paid for since the 
trust decd was executed. The building 
was originally financed with a 6% bond 
issue of $110,000, of which $108,000 is 
still outstanding.” There is also a second 
mortgage of $11,300 and accrued in- 
terest, and a third mortgage of $11,950 
and accrued interest. The building is 
situated in a fairly good section of the 
city; the rental rates are average for 
buildings of this class, and the property 
isin good condition. It is approximately 
go% rented at the present time. 

Foreclosure proceedings were com- 
pleted and the 114% of bonds not de- 
posited were eliminated. Since a war- 
ranty deed was placed in escrow by the 
owner and the holders of the junior 
mortgages participated in the plan, the 
long period of redemption was not neces- 
sary in this case. The title to the prop- 
erty is held by a building corporation 
made up of the depositing bondholders. 

Income bonds* running for a Io-year 
period with interest reduced to 4% were 
issued to holders of the $103,032 orig- 
inal mortgage. Interest for the first two 
years at the rate of 4% is cumulative 
only to the extent available out of earn- 
ings and not paid; thereafter it is fully 
cumulative. There are no prepayments 
on these income bonds. They are re- 
deemable, however, by means of a 
sinking fund to be established out of 
earnings.” 

2Of this amount $3,500 has been subordinated. 
Coupons to the amount of $711.49 held by the under- 
writing house on the April 1, 1931 interest date were also 
subordinated to the lien of the bonds. 
_ The instrument securing these bonds is a new trust 
indenture. 


* Any cumulative interest not previously paid will 
be payable at the maturity of the income bonds. 


Common and preferred stock has been 
issued by the building corporation, but 
it will pay no dividends until the income 
bonds have been redeemed. The distri- 
bution of this stock has been as follows: 
to the holder of the $3,500 subordinated 
bonds, certificates representing one share 
each of common and preferred stock for 
each $100 in principal amounts; to each 
bondholder, one income bond and one 
share of common stock for each $100 
bond (This common stock represents 
55% of the entire issue.); to holders of 
the second mortgage, certificates repre- 
senting the entire issue of 5% preferred 
stock (110 shares);?® to holders of the 
third mortgage, certificates to the amount 
of 221%4% of the common stock of the 
corporation which representg an interest 
in the property after the income bonds 
and preferred stock; to the equity hold- 
ers, certificates representing the remain- 
ing 2214% of the common stock. 

Critique. In this type of reorganiza- 
tion the bondholders are given securi- 
ties equivalent to more than Ioo cents 
per dollar invested, since in addition to 
their income bonds, which pay up to 
4% if earned, they receive a certificate 
representing a share of common stock 
for each $100 bond deposited. This 
represents a share in the equity. The 
principal amount of the investment is 
therefore not reduced. But “income 
bonds are the weakest of all obligations 
resting on general credit, since they in- 
volve no definite contract between the 
hoiders and the trustee to pay a stated 


2 Notices offering to take up their bonds will be 
sent out semi-annually to bondholders. These will be 
purchased at the lowest market price available. If 
there are no offers to sell, a certain number of bonds 
will be drawn by lot. 

26 They received on the basis of 1 share for each $10¢ 
of indebtedness. They will be entitled to payment on 
liquidation of $100 a share together with all unpaid 
cumulative dividends accrued before any payments 
may be made on the common stock. 
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rate of interest. They are a charge upon 
the company’s income, but not upon 
the corpus of the property.”?” The bond- 
holders cannot enforce their claim except 
by proving that the income has been 
earned. Because of the uncertainty ot 
interest, the holders of income bonds 
are frequently in court and there is 
opportunity for manipulation and mis- 
representation. Earnings can be plowed 
back into the property and no interest 
paid for an indefinite time if the trustees 
so decide. In buying real estate mortgage 
bonds, investors placed their money in 
what they believed to be conservative 
and safe issues. They now find them- 
selves the owners of speculative securi- 
ties, and they lose at least 2% a year in 
interest besides. Through their owner- 
ship of 55% of the common stock they 
are given an opportunity to share in 
any future prosperity of the property, 
but at the present time they receive no 
dividends until the income bonds have 
been redeemed. 


A definite plan for the retirement of 
the bonds is provided. By retiring bonds 
at market price, the outstanding bonds 
are better secured and a quicker re- 


organization is accomplished. More- 
over, the sinking fund provides a market 
for those who wish to sell their bonds. 
However, to some investors the un- 
certainty of redemption is an unsatis- 
factory feature. In addition, income 
bonds are not redeemed at par unless 
there are no offers. They will be pur- 
chased at the lowest price offered. 


The equity holders, through their 
common stock, are given an opportunity 
to share in any future prosperity of the 


27A. S. Dewing, The Financial Policy of Corpora- 
tions, Rev. Ed. (New York: Ronald Press, 1926), 
p. 166. 

28The proceeds of this new loan, together with 
accrued income from the property, were used for pay- 
ment of past due taxes and the expenses of foreclosure 


property, after the new bonds have been 
redeemed. But they have lost title to the 
property to the new corporation, in 
return for which they have received 
224%4% of the common stock in the cor- 
poration which is superseded by the 
income bonds and preferred stock. 


Group IV. Issuance of Other Types of 
Securities than Bonds 


Another group of reorganization plans 
provides for the issuance of common and 
preferred stock, voting trust certificates, 
and participation certificates in return 
for deposited first mortgage bonds. The 
building which illustrates this plan is 
a three-story and English basement, 
pressed brick apartment structure situ- 
ated on a lot 125' by 117'. The building 
contains 15 four-room apartments and 
15 three-room apartments. Default oc- 
curred in the payment of the interest and 
principal falling due December 20, 1931, 
and in the payment of taxes. From an 
inspection of the operating statements 
it is immediately apparent that the net 
income was insufficient to provide for 
the fixed requirements on the old first 
mortgage. A bondholders’ protective 
committee was formed, bonds were de- 
posited, the foreclosure sale was held 
and confirmed by the court, and the 
non-depositing bondholders were elim- 
inated. 


A new corporation was organized to 
take title to the property. A new loan 
of $22,000 was secured at 6% and is 
now a first lien upon the property. Pay- 
ments of $1,000 are due or this loan 
yearly to August, 1937, when $18,000 
is due.”® 


proceedings. Had the new loan not been secured, the 
committee expected to continue with the plan, paying 
the foreclosure and reorganization expenses, taxes, and 
title clearance out of earnings of the property before 
making any distribution on the new securities to be 
issued to the bondholders. 
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Each former bondholder who de- 
posited his bonds received a trust cer- 
tificate for one share of preferred stock?® 
for each $100 of bonds deposited and 
scrip for interest at 5% from the last 
interest date. The. preferred stock is 
entitled to dividends of 5% a year if 
earned by the new company; if less than 
5% is earned, the amount is to be dis- 
tributed to the preferred stockholders 
semi-annually. If 5% is not earned, the 
difference between 5% and the amount 
of dividends paid shall accumulate. 

The underwriting house had made 
advances on the old mortgage for in- 
terest and principal amounting to $1,- 
soo. Trust certificates for preferred 
stock to the amount of $1,133.32 were 
given to the underwriting house to cover 
these advances. 

Each bondholder also received a trust 
certificate for 14 share of common stock 
for each $100 in bonds deposited. The 
underwriting house received a trust 
certificate for 44 share of common stock 
for each $100 in advances made for in- 
terest and principal. The common stock 
issued to the bondholders and to the 
underwriting house equaled 50% of all 
common stock of the new company. 

Trust certificates for the remaining 
50% of the common stock of the new 
company were given to the equity holder 
in return for his cooperation in the fore- 
closure proceedings and in the reorgani- 
zation plan. These trust certificates 
carry the provision that, in the event 
dividends on the preferred stock at the 
rate of 5% a year are not paid at the 
end of a five-year period, they shall be 
cancelled. The bondholders will then 


automatically and without further ex- 


"7 The preferred stock is preferred both as to divi- 
dends and assets and is senior to all securities issued by 
the new company with the exception of the new first 
mortgage made for reorganization and foreclosure ex- 
penses. The preferred stock shall be redeemed at par 
and accrued dividends. 


penses or reorganization own 100% of 
the common stock of the new company 
with the exception of that given to the 
underwriting house. The common stock 
issued to the owner is subject also to 
recapture upon certain conditions. 

A total of 986 shares of cumulative 
preferred stock and 932 shares of com- 
mon stock were issued. 

All net income of the new company is 
to be paid monthly into a sinking fund.*° 
The management of the property is 
under the supervision of the three trus- 
tees. The owner has afforded sound 
management for the property in the 
past and will be continued under a five- 
year contract, which, however, may be 
cancelled by the three trustees if the 
operation of the property should at any 
time become unsatisfactory. 

Critique. Bondholders under this 
plan have given up a strong for a weaker 
security. Their original security was a 
promise to pay a certain sum of money 
and interest upon it at a definite rate. 
From the position of creditors they have 
changed now to the position of share- 
holders in the new company. 

Through their preferred stock which 
is equivalent in par value to their 
original holdings, bondholders will re- 
ceive, if earned, a cumulative 5% in- 
terest. This is the first claim on net 
earnings after interest and principal on 
the new first mortgage have been paid. 
But, at the most, bondholders will re- 
ceive 5% on their preferred stock which 
is 1% less than their bond interest. 
Furthermore, a new loan of approxi- 
mately 4% of the old mortgage is placed 
on the property with its attendant 


30 After payment of taxes, interest, principal on the 
new first mortgage, and 5% dividends on the preferred 
stock, or accumulations thereof, 24 of the funds re- 
maining in the sinking fund will be used to retire pre- 
ferred stock at par and accrued dividends. If any 
funds remain, they are to be used for dividends on the 
common stock and other corporate purposes. 





THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


interest and principal payments. Con- 
siderable time will be required for the 
property to produce enough to take care 
of this new obligation and the payment 
of preferred dividends will be delayed 
accordingly. In addition, the possibili- 
ties of dividends on the common stock 
seem remote. The trust has been set 
up for a 10-year period which seems short 
in view of the heavy fixed charges which 
the building will have to meet. 

The plan is most favorable to the 
equity holder. Instead of being squeezed 
out through foreclosure proceedings, he 
retains an interest in the property and 
will receive dividends on his common 
stock if earned. He is retained as man- 
ager and therefore has every incentive 
to make a success of his building. How- 
ever, in the event that dividends on the 
preferred stock at the rate of 5% a year 
are not paid at the end of a five-year 
period, the trust certificates given to the 
equity holder are cancelled. The equity 
holder, therefore, may lose his entire 
interest. By the removal of fixed interest 
rates and by distributing dividends as 
they are earned, the plan is adjustable 
to the present situation in the rental 
market. 

Plan 11 is similar to the reorganiza- 
tion just described with a few exceptions: 
(a) voting trust certificates representing 
shares of stock only are used. Bond- 
holders hold the entire number since the 
equity holders and junior interests 
have been eliminated by foreclosure; 
(b) no sinking fund is provided for the 
redemption of the voting trust certi- 
ficates. 

81 Prior maturity bonds to the amount of $5,500 are 
in the possession of a bank. An agreement was made to 
cancel $3,100, and to place $1,400 on a parity with 
other bonds in return for eliminating foreclosure pro- 
ceedings. 

8 A beneficial interest is the interest that a bond- 


holder has in the net income and proceeds of the prop- 
erty after the title has been taken in trust for him and 


Plan 12 differs slightly from the pre- 
ceding arrangement. Participation cer- 
tificates are issued to depositing bond- 
holders instead of voting trust cer- 
tificates. 


Group V. Use of the Trust Form 


Trust with Certificates of Beneficial 
Interest. The property in this case 
(Plan No. 13) is a three-story brick and 
stone building containing 31 apart- 
ments: twenty-four 4-room, six 5- 
room, and one 4-room in the basement. 
The trust deed secured bonds totalling 
$140,000 at 61%%, of which $29,000 
have been retired. At the present time 
$107,900 are outstanding as a first 
lien.*t All the bonds have been de- 
posited except two of small denomina- 
tions and money is available to take 
up these at face value if they ever 
appear. 

Under this type of reorganization 
three distinct forms of management 
have been evolved: (1) management by 
a board of managers; (2) trustee man- 
agers subject to the direction of a board 
of managers; (3) pure trust, which 
means management by a trustee and 
elimination of the board of managers. 

The property in Plan 13 used the 
second of these methods; title to the 
property was placed in a trustee and 
the management is directed by three 
trust managers. The trustee delivered 
to the bondholders’ committee a certi- 
ficate of beneficial interest®? which 
states that the committee is the owner 
of the entire beneficial interest in the 
net income and proceeds of the property 
in the trust, subject to conditions con- 


the bonds cancelled. It is evidenced by a certificate. 
It resembles a share of stock in all respects except that 
title is held by a corporate trustee instead of by 2 
corporation. Like shares of stock, it provides for par- 
ticipation in all earnings and there is no personal lia- 
bility. No voting privileges are allowed except those 
of a negative character, such as voting against certain 
proceedings and terminating the trust. 
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tained in the trust agreement. Holders 
of these certificates have no claim or 
interest, legal or equitable, in any of 
the property covered by the trust agree- 
ment, but only an, interest in the net 
income and proceeds. 

Upon written direction. of the trust 
managers, the trustee issued certificates 
of interest for suck total number of 
units and to such persons and in such 
amounts as the trust managers and the 
bondholders’ committee directed.* All 
net income and proceeds, with the ex- 
ception of reserves* established by the 
trustee and other deductions provided 
for in the trust agreement, shall be dis- 
tributed to owners of the certificates 
of interest in such proportion as the 
number of units held by each such 
owner shall bear to the total number of 
units outstanding. If not sooner ter- 


minated, the trust ends within 15 years. 
Foreclosure proceedings were not neces- 
sary since the owners turned over their 


equity on reasonable terms. They 
are given the right to purchase, within 
two years, all preferred certificates of 
interest at the present par value of the 
bonds. If at the end of the two years’ 
time any preferred certificates of inter- 
est are outstanding, the owners will 
be given an additional year in which to 
purchase them, at their par value, but 
only in case during that year the certi- 
ficate owners have received 4%. It is 
understood that during the third year 
¥% of 4% or 1% shall be deposited with 


the trustee either from earnings re- 


Upon the issuance of such certificate of interest, 
the certificate of beneficial interest issued to the bond- 
holders’ committee became void. 

* The trustee shall provide a redemption fund which 
shall be applied to the payment of principal and in. 
terest on the trustee’s certificates of indebtedness. 
This redemption fund must be held apart from the 
general funds of the trust for the purpose of paying the 
Principal and interest on these certificates in the order 
of their priority. 

% In the case of sale of the trust properties, the net 


ceived from rentals or from some other 
source, at the end of each three months’ 
time; otherwise a sale of the property 
may be made without consent of the 
owners. If at the end of that time, pre- 
ferred certificates are still outstanding, 
the owners have an additional two years 
in which to purchase the certificates 
at their par value, but only in case no 
sale has been made. 

The trust managers have authority 
to sell the property at any time during 
this third year if the owner fails to ful- 
fill the terms, or the property may be 
sold after the third year. Owners of 
the preferred certificates of interest 
must be notified, however, and if % 
of them object the sale cannot be made. 
If the property has not been sold after 
five years, or if the owner has not taken 
up all preferred certificates, his interest 
can be entirely cut off by payment to 
him of $500. The owner’s right is evi- 
denced by a common or subordinate 
certificate of interest.* 

For the property described in Plan 
13 a new mortgage of $18,000 was 
negotiated to pay all back taxes and 
expenses of reorganization. This new 
loan was a five-year straight mortgage at 
6%. Holders of preferred units of bene- 
ficial interest will receive 4% if earned. 
Any excess earnings are placed in the 
sinking fund. No income reverts to the 
equity holder until the certificates of 
beneficial interest have been redeemed. 

Critique. The outstanding weakness 
in this plan is the type of instrument 
given to the bondholder in return for 


proceeds, less expenses, etc., shall be divided pro rata 
among the holders of certificates of interest issued to be 
paid to each upon surrender of his certificate. Preferred 
units of beneficial interest shall be paid in full before 
the owner of the equity can participate. If any cer- 
tificates are outstanding after a period of five years, 
all income and the entire proceeds of the sale of the 
property will go to these certificate holders. Two of 
the trust managers represent the bondholders and one 
represents the owner of the equity. 
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the first mortgage bond which he de- 
posits. His bond is a promise of the 
future payment of money and is a first 
lien against the property. His certificate 
of beneficial interest does not represent 
an interest in the property itself, but 
only in its earnings or in the proceeds 
of a sale of the property. 

Certificate holders benefit in that they 
may participate in earnings immediately. 
They will receive their first dividends 
shortly, but their income will be at 
the rate of 4%, if it is earned, in place 
of 64%. 

Greater freedom of action is possible 
under this form of organization than un- 
der a voting trust embarrassed with legal 
requirements pertaining to corporations. 
With a corporate trustee there is an 
accessible source of information and a 
center of distribution for various prop- 
erties to those who bought bonds of 
various buildings from the same under- 
writer, as well as ready machinery for 
the transfer of ownership. However, 
experience has shown that the trust 
managers show so little interest that it 
is difficult to get them to attend meet- 
ings and instead of helping the trustee 
they are a hindrance. The trustee has 
no authority to act without them and 
he cannot get them to act with him. It 
should also be noted that the trustee 
upon direction of the trust managers 
may levy assessments on the outstand- 
ing units. There is no limit upon the 
amount which may be assessed and the 
certificate holders do not have a chance 
to approve or disapprove this assess- 
ment. They are given but 3o days in 
which to pay the assessment; _other- 
wise, aS many units as are necessary to 
pay the assessment may be sold. Amend- 
ments may be made by the trust man- 
agers. If in the judgment of the trustee 


% TIlinois Legislature, 1933 Session, Senate Bill 225 
(Springfield, Secretary of State, 1933) has altered this 


or the trust managers the amendment 
does not materially alter the rights of the 
certificate holder, it shall be binding on 
all persons without further notice. There 
is plenty of opportunity for a difference 
of opinion here. The trustee and the 
trust ‘managers are invested with too 
broad powers. 

Since all bondholders have deposited, 
foreclosure proceedings in the future 
will never be necessary, as the plan 
takes care of such a contingency. Heavy 
expense is thus saved the bondholders, 
In addition, the new loan was for a 
much smaller amount than would have 
been required had foreclosure taken 
place. This new loan, however, consti- 
tutes a lien coming ahead of the rights of 
certificate holders. 

Certificate holders have no voting 
powers except those of a _ negative 
character. 

At the bottom of the printed letter 
explaining the plan sent to all bondhold- 
ers we find: “‘All figures and statements 
in this plan are based upon reports or 
other information received by the com- 
mittee, and are believed to be correct.” 
This has a familiar ring. It reminds us of 
the clause added to bond circulars in 
very fine print during past years: “The 
information in this circular has been 
carefully compiled from sources which 
are believed to be accurate, after a most 
thorough investigation. While not 
guaranteed, it represents the opinion of 
the underwriting house.” 

Realty Trust with Income Bonds. When 
this plan (No. 14) was formulated it 
was against the public policy of the State 
for corporations to own real property 
beyond that needed in the transaction 
of their corporate business.** This trust 
plan was, therefore, devised in order to 
reorganize the finances of many apatt- 


situation by allowing wide power for holding and dealing 
in real estate. 
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ment buildings under the direction of 
one business organization. 

The trust organization included in the 
plan a group of apartment buildings and 
apartment hotels, ranging in size from 
42 to 150 flats eich, and with bond 
issues ranging from $100,000 to $2,100,- 
ooo. These properties were as near as 
possible to an equal earning basis. 
Buildings which were in better financial 
condition were not included, nor were 
those in worse financial shape. 

As bonds are deposited, they are held 
in trust as collateral and against them 
are issued registered collateral income 
trust bonds. As soon as all bonds of an 
issue are deposited or as soon as the 
trust completes the reorganization, the 
old first mortgage bonds are cancelled 
and new collateral income trust bonds 
are issued. The total amount of col- 
lateral income trust bonds issued is suf- 
ficient to cover all buildings placed under 
this plan but is also limited to a definite 
amount. 

The new income bonds running for 15 
years are issued in the exact amounts 
of the original first mortgage bonds. 
They do not bear a stated rate of in- 
terest but entitle the holder to a parti- 
cipation in the earnings of the entire 
group of buildings for that year. 

Most of the original first mortgage 
bonds bore 614% interest; one issue was 
6% and two 7%. The bondholders have 
foregone interest on these issues since 
they have been in default, and some 
time will elapse before they receive 
interest on their new collateral income 
trust bonds. As recompense for this 
interest foregone, each bondholder re- 


37 The trust has also assumed other obligations in 
the way of taxes, some interest, and prepayments 
advanced on the buildings at the beginning of their 
difficulties. 

*8 These shares have a value in event of liquidation 
. $50 per share, and if called by the trustees, $55 a 
share. 


ceives in addition to his collateral in- 
come trust bond one common share in 
the trust for each $100 par value bond. 

The common shares are distributed to 
three groups: (1) Bondholders receive 
20%. (2) The management receives 
45% (2% shares to 1). These shares are 
allotted to the men who evolved the 
plan and who are working it out at the 
present time. This apportionment as- 
sures more competent management. 
(3) The trust receives 35% (134 shares 
to 1). These shares are in return for 
payments which they may have made 
to the owner of the building, thereby 
acquiring some equity. For advances 
and for obligations of ‘the trust*’, pre- 
ferred shares*® are also issued which 
bear 5% interest, non-cumulative. 

If net earnings for any fiscal year 
amount to 4% or less than 4% of princi- 
pal amount of bonds outstanding at the 
end of the preceding fiscal year, all such 
earnings on a pro rata basis must be 
paid in interest to the bondholders. Of 
the amount over 4% and up to but not 
exceeding 6%: 3% is also paid to bond- 
holders in the form of interest; 34 goes 
to the trustee for a sinking fund for the 
retirement of collateral income trust 
bonds; and % remains in surplus. No 
interest is paid on any shares until 40% 
of the collateral income trust bonds have 
been retired. 

The realty trust is created for a period 
of 15 years and five additional years are 
granted to bring its affairs to a con- 
clusion.*® 

Earnings of 2% were declared on 
August I, 1931 and of 34 of 1% on Au- 
gust I, 1932. That the management of 
the trust has also been asked to take 
over other groups of issues in which they 


39 The plan as perfected provides for $30,000,000 of 
15-year collateral income trust bonds; 600,000 shares 


of 5% perferred stock; and 1,500,000 shares of no 


par common stock. 
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have no interest is evidence of the popu- 
larity of the plan. None of these have 
as yet been accepted. The issuance of 
realty trust bonds has been approved by 
the Illinois Securities Commission. 
Critique. One objection to this plan 
is that those who hold issues on weaker 
buildings may be benefited while those 
holding issues on stronger buildings may 
find the plan a detriment. The company 
states, however, that they have included 
in the trust only those buildings which 
are as near as possible on an equal earn- 
ing basis. All may fare better in the end. 
An advantage of the plan is the cen- 
tralized management of a large group 
of buildings. This centralized manage- 
ment may take advantage of large- 
scale purchasing power, as well as other 
economies in operation and efficiency in 
management. Group handling of build- 
ings is cheaper than separate receiver- 
ships. However, the plan is only as 


good as the management, and its success 


or failure depends entirely on this factor. 

In addition, the outstanding purpose 
of this trust was to keep these buildings 
out of foreclosure and receivership. In- 
stead of sacrificing them in a highly dis- 
organized market such as now exists, 
these properties are being conserved for 
a day when they may return the maxi- 
mum value to all parties. Such action 
results also in conserving income by 
eliminating the huge costs of foreclosure 
and receivership. 

A wide diversification of investment 
is offered since the collateral income 
trust bond represents an interest in a 
large group of buildings instead of but 
one. But the securities offered in lieu 
of the first mortgage bonds are inferior 
as to strength and security. 

No distribution of earnings is made 
on any of the common or preferred stock 
until 40% of the collateral income trust 
bonds have been retired. However, in- 


stead of holding a promise to pay a cer. 
tain stated interest, bondholders now 
receive participation in the earnings of 
the trust if, when, and as they are earned, 
Interest is also non-cumulative. 

This type of organization offers a con- 
tinuity of management and control 
which is not possible in many other 
forms. It is also a flexible, economical, 
and convenient type of organization. 
Its most prominent disadvantage is that 
the courts have not been uniform in their 
interpretation of the relationships which 
are created by this instrument. 

If the owner does not want to sell his 
interests outright to the trust, he can 
place the control of the buildings in the 
hands of the trust. He retains some 
financial interest in the property. If 
he turns over the control of the property 
to the trust, he can come back into 
active management when the _bond- 
holders have been satisfied. However, 
it is impossible for the owner to con- 
tinue his active interest in his property; 
he must either sell or give over control 
to the trust. He, therefore, foregoes any 
possible income from the property until 
the bondholders have been satisfied. 

Trust with Participation Certificates 
and Stock. Plan 15 is an impracticable, 
cumbersome and complicated set-up 
involving the distribution of many 
securities. It was planned to issue trust 
bonds, participation certificates, special 
participation certificates, and preferred 
and common stock. The reorganization 
was operative for a time but was finally 
abandoned because of lack of confidence 
in the promoters. Also it was not 
adapted for a falling market and there- 
fore not suitable for the present time. 

Summary 

The 15 plans analyzed here differ 
primarily in the type of instrument 
given to the bondholder after depositing 
his old first mortgage bond. The re- 
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organization varies from a simple adjust- 
ment of principal or interest or both to 
an entirely new organization issuing 
several kinds of complicated securities. 
The choice of plan, however, must be 
largely determined by the condition of 
the building, its future income possi- 
bilities, and the degree of cooperation 
between all interested parties. 

Certain recent events since this ar- 
ticle was written promise significant 
new developments in solving the prob- 
lems of defaulted bond issues. The 
amended Bankruptcy Act, passed dur- 
ing the 1933 session of Congress, opens 
new possibilities in réorganization meth- 
ods. On January 8, 1934 for the first 
time advantage was taken of the new 
relief offered. Two Chicago bond issues, 
totaling $300,000, were reorganized un- 
der the supervision of the federal court 
“without benefit of foreclosure or re- 
ceiver.” In both instances the owner of 
the property continued to manage the 
building under jurisdiction of the court. 

A petition was filed in the United 
States District Court for “composition 
and extension” under the federal Bank- 
ruptcy Act. The list of bondholders 
was surrendered and a meeting of all 
bondholders was called. This offered an 
opportunity for debtors and creditors 
to come together and discuss a feasible 
solution. Since the proceedings were 
under the exclusive jurisdiction of the 
federal court, no single bondholder nor 
minority of bondholders could force a 
program inimical to the majority. 

A decision recently handed down in 
the appellate court for the Chicago 
district, ordering the trustee to bid in 
the property and manage it for the 
benefit of a// bondholders, promises to 
revolutionize reorganization of de- 
faulted issues, providing the trustee is 
amply protected by the court in the 


4 App. Ct. of IIl., Advance Sheets, January 15, 1934. 


.in Chicago. 
‘sale, an owner of $5,000 in bonds at- 


performance of his duties.“© The de- 
cision was delivered in the case of 
Melvin L. Straus, as trustee v. The 
Chicago Title & Trust Company, as 
trustee and involved $877,000 in bonds 
against an eight-story apartment hotel 
Prior to the foreclosure 


tempted to file an intervening petition 


i asking the court to order Straus, in his 


position as trustee, to bid in the prop- 
erty for the bondholders. The trial 
court refused. On appeal to the appel- 
late court the decision was reversed. 


Under this ruling the trustee in bid- 
ding for the property represents a// the 
bondholders, and his management after 
the sale is in the interests of a// the 
bondholders. It has been customary up 
to the present time for bondholders’ 
committees representing depositing 
bondholders only to bid in the property. 
Those who do not deposit with the 
committee are eliminated in the sale. 
Under this decision the trustee will 
manage the property until some disposi- 
tion is made of it; proceeds will be 
distributed among all bondholders. 

Such a procedure coincides with the 
expectation which existed when the 
bonds were sold—namely, that the trus- 
tee would be the one who would take 
necessary action for the protection of all 
bondholders upon default of certain 
provisions in the trust deed. If this 
procedure becomes the established law, 
it will undoubtedly mean the removal 
of all bondholders’ protective com- 
mittees with their attendant expenses 
and delay and the avoidance of receiv- 
erships. Properties can also be reorgan- 
ized without registration under the 
Securities Act since no new securities 
will need to be issued. Recent events 
thus indicate that the courts are be- 
ginning to assert their powers in behalf 
of mortgage bondholders. 





II. The Development of Commission Regulation 
of Public Utilities in Ohio* 


By EDWIN T. HELLEBRANDT 


Commission, as pointed out in the 

first installment of this article, is 
a mandatory type of commission with 
positive powers over rates and service, 
but only within the limits of the home 
rule amendment to the State Consti- 
tution.4 No study of this Commission 
can afford to ignore this jurisdictional 
limitation. Since the adoption of this 
amendment in Ig12, the Commission 
has been forced into the situation of 
attempting to function as a continuous 
regulator of the public utilities in the 
State while having only sporadic and 
incomplete jurisdiction. This critical 
appraisal of the regulatory policies of 
the Commission is therefore made with 
a full realization of the constitutional 
difficulties which beset its path. 

To measure the effectiveness of any 
instrument requires a yardstick of some 
kind. A comparison with the work of 
other commissions would be valuable 
as a guide in the construction of such a 
yardstick, but the scarcity of studies of 
other state commissions makes this 
practically impossible. As a substitute, 
an attempt will be made to appraise 
the work of the Ohio Commission in the 
light of what are generally held to be 
the most effective methods of regulation. 

To the public, regulation of public 
utilities means control of their rates and 
service, and, although control is exer- 
cised over many other activities and 


"Tce present Ohio Public Utilities 


* Editorial Note: ‘This is the conclusion of the 
article which began in the November, 1933 issue of 
the Yournal (Vol. 1x, pp. 395-409). The first. install- 
ment reviewed the history of the Ohio Commission, 
the peculiarities of the Ohio public utility law, the 


over management itself, these are the 
most important fields of regulatory 
activity and its ultimate justification, 
It is but natural, therefore, that satis. 
factory rates and service are so widely 
used as proof of the effectiveness of 
regulation. 


Control of Rates 


The rate problem has been compli- 
cated by a host of court decisions de- 
termining how commissions must pro- 
ceed and these have served to sub- 
divide the problem into a number of 
related issues. The underlying theory of 
rates implies total revenues sufficient 
to cover the following costs of service: 
(a) operating expenses, (b) depreciation 
charges, and (c) a fair return upon the 
fair value of the property devoted to 
the service. The determination of 
whether the return to investors is a fair 
one necessitates the finding of the fair 
value of the used and useful property. 
This problem will be considered first. 

Valuation. Valuation has always been, 
and is still, a sore spot in administrative 
commission regulation. Beginning with 
the decision of the United States Su- 
preme Court in the case of Smyth v. 
Ames” the valuation problem has grad- 
ually resolved itself around the relative 
merits of original cost, its near cousin 
prudent investment, and reproduction 
cost new as the primary determinant 
of the fair value. 


organization of the Ohio Commission, and a quantita 
tive analysis of its dockets. Footnotes in this section 
are numbered consecutively with those in the preced- 
ing installment. 

21 Article xv1II. 

2 169 U. S. 546 (1898). 
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A majority of the United States Su- 
preme Court has gradually given to 
reproduction cost new less depreciation 
the controlling place in the determina- 
tion of fair value for rate-making pur- 
poses. But many critics have found 
serious objections to this method of 
valuation. The most important of these 
points out that the reproduction cost 
method of valuation is grounded upon a 
comparison of public utility property 
with that used in competitive industry.” 
These critics hold that because of its 
use in a controlled market public utility 
property must be considered differently 
than other private property. As Mr. 
Justice Brandeis has said: “The thing 
devoted by the investor to the public 
use is not specific property, tangible 
and intangible, but capital embarked 
in the enterprise.”** By making this 
analogy, the majority of the Supreme 
Court has been comparing two dissim- 
ilar concepts—namely, competitive and 
public utility property. 

A further objection attacks the al- 
most universal use of the reproduction 
cost method of valuation as applied to 
the actual plant, whereas the concept 
as it is used in competitive industry 
applies to an identical service. That is, 
in the public utility field reproduction 
cost has been used generally to find the 
present cost of construction of the actual 
physical plant irrespective of any 
changes or improvements in the arts. 
The resultant is thus somewhat of a 
hybrid, being neither a true reproduc- 
tion cost nor the original cost. 

During recent years the utter un- 
reality of the reproduction cost has been 
especially striking. A reproduction 
value is given to property which is no 


*3 Glaeser, M. G., Outlines of Public Utility Economics 
(New York: Macmillan Co., 1927), p. 470, was among 
the first to point out this weakness in the reproduction 
cost theory. 

* Southwestern Bell Telephone Co. v. Public Service 


longer being manufactured because of 
developments in the arts and for which 
prices therefor cannot be obtained. 
Certain intangible items are similarly 
given values which can be little more 
than estimates. The whole process thus 
becomes increasingly speculative and 
unreal. 

An additional objection of some im- 
portance is the costliness and lack of 
stability of these valuations. The pro- 
cedure which must be followed is com- 
plex and usually long drawn out. The 
determinations of fact and estimate are 
numerous and expensive to obtain, and 
once found are virtually worthless in 
subsequent proceedings because the 
courts have said that the commissions 
must make new valuations in each case. 
The reproduction cost method thus 
violates the very considerations which 
led to the development of administra- 
tive commission regulation. Instead of 
definiteness, speed, and relative in- 
expensiveness, we have uncertainty, 
delay, and costliness. 

A minority of the United States 
Supreme Court, led by Mr. Justice 
Brandeis, has urged the use of prudent 
investment as the controlling element 
in the determination of therate-base. As 
Mr. Brandeis said in the Southwestern 
Bell Telephone Company case in 1923, 
in this way the rate-base 
“would be ascertained as a fact, not de- 
termined as a matter of opinion. It would 
not fluctuate with the market price of labor, 
or materials, or money. It would not change 
with hard times or shifting populations. It 
would not be distorted by the fickle and: 
varying judgments of appraisers, commis- 
sions, or courts. It would, when once made 
in respect to any utility, be fixed, for all 
time, subject only to increases to represent 


Mr. Justice 


Commission, 43 Sup. Ct. 544 (1923). 
Rosenberry of the Wisconsin Supreme Court in 
Waukesha Gas & Electric Co. v. Railroad Commission of 
Wisconsin, 194 N. W. 846 at 848 (1923) made a similar 
distinction. 
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additions to plant, after allowance for the 
depreciation included in the annual operating 
charges. The wild uncertainties of the 
present method of fixing the rate-base under 
the so-called rule of Smyth v. Ames would 
be avoided; and likewise the fluctuations 
which introduce into the enterprise un- 
necessary elements of speculation, create 
useless expense, and impose upon the public 
a heavy, unnecessary burden.’ 


The prudent investment method of 
fixing the fair value implies a valuation 
based upon the actual cost of the prop- 
erty at present devoted to the public 
use. It meets to a far greater degree, 
than does the cost of reproduction 
method, the tests of stability, speed, 
and relative inexpensiveness. Securing 
the financial stability of utility com- 
panies is one of the principal purposes of 
regulation. Without assurance of a 
sound financial position the companies 
would find it difficult to obtain the 
credit necessary to meet adequately the 
demands of the public. Prudent in- 
vestment as the basis of fair value, 
therefore, results in a fixed, certain 
value changing only with additions and 
improvements and the retirement of 
useless property. In this way investors 
would always know where they stand 
with respect to rate determinations by 
the regulating agencies of government. 
The speculative element based upon a 
fluctuating rate-base would be removed. 

In Ohio, however, for all practical 
purposes, the General Assembly has by 
legislation limited the Commission to 
the use of the reproduction cost method 
of valuation. The public utility law 
specifically stipulates those facts which 
the Commission must find and report 
on in making valuations. These, at 
great length, determine the procedure 
which must be followed by the Com- 





% 261 U. S. 276 (1923). 
6 G. C. 499-9. 
27 G. C. 499-11. 


mission in each valuation. They em- 
phasize very strongly the reproduction 
cost of the physical property in its 
present condition as the principal deter- 
minant of fair value. This must be 
found by determining the reproduction 
cost new of the actual operating plant 
—i. e., the identical plant method—and 
then by deducting an amount equal to 
the difference between the operating 
condition of a new plant and the one 
actually in operation as observed de- 
preciation. Land must be valued on 
the basis of its estimated market value. 
The Commission is given authority to 
consider other evidence and to report 
on other methods of valuation, but 
these are not named specifically. The 
emphasis is in this way placed by statute 
upon the reproduction cost new less 
depreciation. 

In a separate section of the law the 
Commission is given the authority, in 
language which is not particularly clear, 
to keep a valuation up to date, once it 
has been made, by the addition or 
subtraction of the value of any property 
changes which might occur from time 
to time.2”. The two sections are not 
directly tied together and have resulted 
in conflicting interpretations. 

At first, the Commission interpreted 
these sections to mean that an original 
valuation and the valuation of additions 
and improvements must follow the pro- 
cedure outlined in the sections emphasiz- 
ing the reproduction cost. Once a 
valuation had been determined in this 
way, however, the other section could 
be applied to keep it up to date. It was 
on this basis that the Commission 
rendered its decision in the Van Wert 
Gas Company case in 1921.78 In 1918 

28 PU. R. 1925 A 69. In the case of In re Union Gas 


& Electric Company, Ohio P. U. Com. Report, Vol. 6, 
pp. 65-7 (1918), the Commission enunciated its posi- 


tion: “If there had been regulation of public utilities 


(Footnote 28 continued on page 81) 
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the Commission determined the value 
of the property of this Company. In 
the 1921 case the municipality intro- 
duced this valuation into the evidence. 

The Company offered two new ap- 
praisals based upon prices current in 
1921. The Commission, stating that it 
found nothing in the evidence to show 
such material change in the physical 
property of the Company to necessitate 
a revaluation, used the 1918 valuation 
brought up to date by adding the value 
of additions and subtracting depreciation. 

The Company appealed the order of 
the Commission to the State Supreme 
Court, but it was affirmed. The Court 
said that this use of the prior valuation 
was supported by the statute and that 
it was not within its authority to 
question the judgment of the Commis- 
sion. The Company then applied to the 


(Footnote 28 continued from page 80) 

from the beginning and if the books had always been 
so kept that it was possible to obtain the cost of the 
investments judiciously made, it is probable that that 
would have been taken as the basis for rate making; 
for if the utility receives a fair return on its investment 
made in good faith, it would seem that that would be 
fair both to the public and to the utility. But since 
most utilities grew up gradually over a long period of 
years, when they were regarded as essentially private 
enterprises, the law did not require them to keep books 
with that minute accuracy which is now required under 
the uniform system of accounting; and it would be 
impossible perhaps to ascertain the entire investment 
of a single utility which grew up prior to the days of 
regulation. For that reason resort is had to an attempt 
to find the present value of the property as distinguished 
from the original cost. Once having ascertained that, 
we begin anew as if it were the original investment, 
and adjust the books and accounts of the utility to 
conform thereto. The present value so found becomes, 
for the purpose of rate making, the actual value; and 
as future expenditures must be made under. the super- 
vision of the Commission, the investment may always 
be obtained by adding thereto capital expenditures 
from time to time as they are made, and subtracting 
deductions for withdrawals .. . 

“It is a mistake to assume that when the value of 
the investment has once been obtained, it should con- 
tinually rise and fall, following the waves of fluctuation 
in the market prices of labor and materials . . . Once 
fixed it should remain constant only as it is added to 
by capital changes, or reduced by withdrawals in the 
future; for it is the value of the investment upon which 


Federal District Court for an injunction 
restraining the Commission from using 
this valuation on the ground that it was 
being improperly used as an inflexible 
rate-base.?® The Federal Court upheld 
the Company’s contention and declared 
that a new valuation must be made in 
each case. The case was not appealed 
by the Commission. 

As a result of this decision the Com- 
mission abandoned this interpretation 
of the statute and took the position that 
the cost of reproduction new less de- 
preciation must be given the greatest 
weight in a valuation proceeding.®® As 
has been indicated above, the statute 
does lend itself to such an interpreta- 
tion. Consequently, the Commission 
has been more or less forced into a posi- 
tion more nearly in line with that ad- 
vanced by the majority of the United 
States Supreme Court. 

Therefore, in so far as the reproduc- 
tion cost new less depreciation method 
for determining the fair value of utility 





the company should receive and the consumer should 
pay a return, whether in times of prosperity or in times 
of adversity. The value having once been determined, 
there is no more reason for changing it from time to 
time following the rise and fall of the cost of labor and 
materials, than there would be for changing the face 
value of a promissory note given in the ordinary course 
of business, causing their face value as a basis for earn- 
ing interest to fluctuate with the fluctuations in the 
purchasing power of a dollar. But the varying cost of 
operating the plant; the cost of repairs and maintenance; 
the cost of labor and fuel, and of materials for these 
purposes, should be taken care of in an allowance for 
operating expenses, if such a sliding scale is permissible 
under the law. The return should be a fixed and per- 
manent charge, affected only by future capital charges, 
and all fluctuations in the cost of maintaining and 
operating the plant should be provided for in a flexible 
operating expense. That would be just to the producer 
and just to the consumer”. 

29 Van Wert Gas Co. 0. Public Utilities Commission, 
299 Fed. 670 (1924). 

30 In re Ohio Bell Telephone Co., Ohio P. U. Com. 
Report, Vol. 19, p. 66 (1931), the Commission in mak- 
ing its tentative valuation said that it was guided by 
“. . . the decisions of the courts fixing the principles 
to be followed in such valuations and has given great 
weight to the theory of reproduction cost new less 
depreciation.” 
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property for rate-making purposes has 
been shown to be uneconomic and of 
questionable effectiveness, so far has 
this Commission failed in its regulation. 
To the use of this method of valuation 
can be traced the innumerable delays 
occasioned in rate proceedings. Its 
costliness has served to render impossible 
the performance of many functions by 
the Commission which would increase 
materially its effectiveness. 

Going Value. After the value of the 
physical property and land of a utility 
has been ascertained, a determination 
of the so-called “going value” is usually 
regarded as necessary in fixing the rate- 
base. The customary definition of 
going value states that a going concern 
established and doing business in a 
community is worth more than one 
consisting only of a mass of physical 
units of property, and this difference 
between a going and a dead plant is 
termed going value. 

The rate-making rule of Smyth v. 
Ames makes no reference to this in- 
tangible element of value. However, 
certain commissions and lower courts 
early took the position that it was a 
necessary factor to be considered in 
making valuations. In 1915, in the Des 
Moines Gas Company case,*! the United 
States Supreme Court agreed that it 
should be an element entering into the 
consideration of fair value. But the 
Court at that time, and since, has not 
been able to agree upon the method to 
be used in determining the amount of 
this most intangible of intangible values. 

One of the most conservative means 
which has been developed to determine 
this item is known as the Wisconsin 
method. It is based upon an estimate 
of the actual losses, or rather deficits 
below a fair return, which were incurred 
during the developmental period. It 





31 238 U.S, 163 (1915). 


assumes that regulation implies that a 
utility should be permitted to earn a 
fair return upon its fair value and, if 
it has not earned this amount in the 
past, the deficit should be included in 
the rate-base. When reasonably ap- 
plied, this method should result in a 
rate-base which is on the whole fair to 
all parties. However, it has not always 
been used conservatively and in 1922 
the United States Supreme Court in 
the Galveston case repudiated the doc- 
trine.® 

Because of this uncertainty the ma- 
jority of the commissions and courts 
have applied the rather unscientific 
method of allowing a percentage of the 
value of the property of a utility as 
going value. They have apparently 
followed this method as an easy way to 
meet the dictum of the United States 
Supreme Court in the Des Moines case. 
An example of how this method is 
often used is seen in the opinion of the 
Ohio Public Utilities Commission setting 
a tentative valuation in the Ohio Bell 
Telephone case.** The state’s witness, 
Mr. Hagenah, had allowed 10% for 
going value. He testified that he ar- 
rived at this percentage by an examina- 
tion of numerous decisions of other 
commissions and the courts. The 
average percentage allowed for going 
value in these cases was approximately 
the 10% he had used. The Commission 
stated that in none of these cases, as 
far as it could discover, had a formula 
been developed which could be generally 
applied. Yet this unscientific method is 
common to many commissions and 
courts. 

In the judgment of the writer the 
plan proposed by the New York and 
Massachusetts Commissions appears to 
be the most defensible. Legitimate de- 





3 958 U.S. 388 (1922). 
33 Ohio P. U. Com. Report, Vol. 19, p. 67. (1931). 
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velopmental and organizational costs 
are incorporated into the rate-base 
in the form of overheads and those 
chargeable to the acquisition of new 
business, with all that it implies in the 
way of past deficiencies in earnings, are 
incorporated in operating expenditures. 
In this way these costs are recognized 
and yet are not so inexorably tied to 
the rate-base as to make their separa- 
tion difficult at a later time. Under 
this plan, if at any time in the future 
earnings happen to be, or were defin- 
itely allowed to be, higher than a fair 
return upon the fair value of the prop- 
erty of the utility, it would be quite 
easy gradually to wipe out these losses 
once and for all. In this way the danger 
is removed that the going value allow- 
ance may become a convenient means 
of inflating the rate-base by applying 
market value theories to a_ process 
which must of necessity be dissociated 
from many features inherent in valua- 
tions for market purposes, while at the 
same time the legitimate claims of 
utility investors are recognized. 

In line with earlier court decisions 
concerning valuations, the Ohio General 
Assembly did not mention going concern 
value as an element to be considered 
by the Commission in determining 
the rate-base. This is probably the re- 
sult in part of the fact that the statute 
refers almost exclusively to the valua- 
tion of the physical property of the 
utilities. Intangible values did not 
acquire much importance until some 
years after these laws were enacted in 
1913. 

Yet the Commission early began to 
make going value allowances in valua- 
tion cases. The method used to de- 
termine the amount to be allowed in a 
particular case was theoretically based 
upon the estimated cost of reproducing 
the going concern, undoubtedly be- 


cause of the reproduction-cost method 
of valuation followed with respect to 
physical property. Actually, the Com- 
mission fell into the habit of most com- 
missions and courts and began to allow 
a percentage of the value of the property 
for going value, whether any actual cost 
had been proved by evidence or not. 

In 1916 and 1917.the Ohio Supreme 
Court in passing upon several valuations 
practically overthrew this doctrine of 
the Commission. It stated that only a 
“cost of attaching business” should be 
allowed and this only when actually 
proved by direct evidence. Taking this 
as a mandate of the court, the Com- 
mission has until recently made no 
direct allowances for going value, limit- 
ing itself to this cost of attaching busi- 
ness. 

More recently the Commission has 
again tended toward making an allow- 
ance for going value, stating that it 
“, .. must yield to the repeated de- 
cisions of the court (citing Federal 
Court cases) that such value is a prop- 
erty right to be considered in determin- 
ing the value of the property upon 
which the owner has a right to make a 
fair return.” But it could not reconcile 
itself to the methods followed by either 
the company’s or the state’s witnesses 
in the determination of this item. 
While recognizing the sanction which 
both courts and commissions have placed 
upon the percentage method, it felt 
that this was too arbitrary and un- 
certain a method to be a fair measure 
of value. The Commission said that, if 
the engineers had presented evidence 
to show what it would cost to attach 
the company’s subscribers to the bare 
bones of the plant, it might have been 
able to determine the cost of this in- 
tangible element of value. Since they 
had not, it applied approximately the 


4 Ibid., p. 75. 
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percentage determined by the Illinois 
Commission in the Illinois Bell Tele- 
phone Company case and made an 
allowance of 334% of the reproduction 
value of the physical property for 
going value.* 

This is actually nothing more than 
the “‘cost of attaching business” which 
is required by the Ohio Supreme Court. 
If the definition given above is applied 
to this concept, one sees that it is not 
really going value at all in the same 
sense in which that term has been used 
by the Wisconsin, New York, and 
Massachusetts Commissions. The pri- 
mary element of going value for these 
commissions is the past losses or de- 
ficient earnings which have occurred 
during the stage in the life history of a 
utility when it is developing from a 
going plant into a going business. The 
one is a plant ready to operate but 
without customers and therefore with- 
out revenues. The other is a business 
evidenced by a going plant which is 
serving customers and earning a fair 
return upon the capital invested in the 
enterprise. 

In the Ohio Commission’s most out- 
standing recent case both the majority 
and minority decisions disallowed any 
going concern value. On appeal the 
Ohio Supreme Court affirmed this stand, 
citing the decision of the United States 
Supreme Court in the Los Angeles Gas 
& Electric Company case handed down 
early in 1933.°° The Commission has, 
therefore, been less generous with the 
utilities on this score than many regu- 
latory bodies, although the lack of any 
appeals to the federal courts upon 
this ground leads one to wonder whether 
it may not be making sufficiently gener- 
ous allowances for other purposes to 





% Smith v. Illinois Bell Telephone Co., 282 U. S. 133 


(1930). 
% 289 U.S. ....; P. U. R. 1933 C 229. The Ohio 


appease the utility companies on this 
score. An adequate answer to this 
query will have to await intensive 
studies of the utilities themselves which 
would show how they have fared under 
the Commission’s regulation. 

Depreciation. Once the rate-base has 
been determined it is still necessary to 
determine the reasonableness of the 
operating expenses and the annual 
charges to be made for depreciation be- 
fore the fairness of the return upon the 
rate-base can be considered. The 
operating expenses will be discussed 
later. Depreciation is usually considered 
to be the wastage or consumption of 
physical property resulting from its be- 
coming worn out or obsolete. The de- 
preciation allowance is made as a pe- 
cuniary offset of this loss. In this way 
it is possible to keep the capital fund 
intact although the physical property 
gradually wears out and must be re- 
placed. Thus the aim of the annual 
charge for depreciation is the main- 
tenance of the investment fund. Unless 
it is maintained the corporate credit 
will sooner or later suffer and with it the 
rates and service. 

In the Knoxville Water Company 
case in 1909 the United States Supreme 
Court approved of these annual depre- 
ciation charges and the reserves built 
up from them.*” As was true in the case 
of going value, the Supreme Court did 
not indicate how the amount of this 
annual charge should be computed. 
The result has been the introduction of 
additional confusion and uncertainty. 
The two methods most widely used are 
usually known as depreciation account- 
ing and retirement accounting. The first 
is based upon an equal division of theesti- 
mated loss in value over the estimated 





case is Columbus Gas & Fuel Co. v. Public Utilities 
Commission, P. U. R. 1933 C 238. 
37 212 U. S. 1 (1909). 
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life of the property. In this method, 
during the earlier years, the amount set 
aside each year is considerably in excess 
of the actual depreciation, while the 
opposite is true during the later years of 
the property’s lifes Thus the reserve 
account may at times reach sizable 
proportions, although finally it should 
exactly balance the depreciation. This 
is also sometimes called the straight- 
line method. 

Retirement accounting is based upon 
an annual charge credited to retirement 
reserve which, it is estimated, will 
equalize as nearly as possible the actual 
losses because of retirements of prop- 
erty over a reasonable period of years 
before and after the year for which 
this charge is being estimated. Under 
this plan the amount set aside each 
year tends to be small in the earlier 
years and to grow larger as the property 
nears its ultimate retirement. The 
final result is the same for both methods, 
and in a stabilized concern—one which 
is neither growing nor declining in size— 
the annual charge tends to be the same. 
The method used is, therefore, of little 
practical importance provided one pol- 
icy or the other is consistently adhered 
to. 

A problem related to depreciation, 
and one of greater importance, is the 
consideration to be given to excessive 
depreciation reserves, and the converse 
problem of inadequate past deprecia- 
tion allowances. The United States 
Supreme Court in the New York Bell 
Telephone Company case, decided in 
1926, held that this reserve becomes 
the property of the company and, if 
excessive, may not be used to offset a 
lower return at some future time.** In 





38 271 U. S. 23 (1926). 

39 G. C. 614-49, 614-50. 

407 re Ohio Central Telephone Corporation, Ohio 
P. U. Com. Report, Vol. 19, p. 28 (1931), the Commis- 
sion said: “We . . . have given weight to the present 


this particular case the claim that the 
annual charge for depreciation was ex- 
cessive was in question and the result 
obtained by the Court was probably 
correct. But for the Court to hold that 
excessive reserves for depreciation are 
the company’s property so that no 
adequate adjustment can be made in 
the future is quite unsound. To carry 
this doctrine to its logical conclusion 
would make possible a utility whose 
whole property has been financed by 
consumer advances in the name of 
depreciation charges. 

The Ohio statute requires all utility 
companies to keep a depreciation re- 
serve and places with the Commission 
the duty of determining the amount of 
the annual charge for this purpose.*® 
Life expectancy studies of one kind or 
another are usually used in determining 
the amount to be allowed annually for 
depreciation as an operating expense. 
As has been pointed out by the Inter- 
state Commerce Commission, when ob- 
served depreciation is used in the de- 
termination of the rate-base, deprecia- 
tion accounting may easily, and usually 
does, result in a serious inconsistency of 
policy. The Ohio Commission, however, 
avoids this pitfall. It has looked upon 
this statutory requirement merely as 
an accounting device to aid the com- 
panies in setting up these charges to 
operating expenses. In determining the 
amount to be allowed annually it has 
turned directly to past experience, the 
evidence as to the present condition of 
the property, and future probable de- 
preciation requirements.” 

In its consideration of excessive de- 
preciation reserves arising from exces- 
sive charges to depreciation in the past, 


condition of the property as found by the engineers, 
the experience of the company in respect to actual 
expenditures for depreciation purposes, and the testi- 
mony in respect. to expenditures made to improve the 
condition of the property.” 
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the Ohio Commission has not always 
followed literally the doctrine of the 
United States Supreme Court in the 
New York Bell Telephone Company 
case.“4 As it said in a recent case: 
“The fact that the courts have held 
that the property represented by this 
reserve belongs to the company does 
not require that we disregard its exist- 
ence in considering what would be the 
company’s proper requirement for the 
future.”“? In most cases, however, it 
has held that property represented by 
these reserves, when used and useful 
for the public convenience, is the prop- 
erty of the utility and must therefore 
be included in the valuation. In other 
words, only actual depreciation may be 
deducted in arriving at the fair value. 
Thus, in the Cincinnati Bell Telephone 
case the Ohio Supreme Court affirmed 
the position of the Commission that a 
utility is entitled to an annual deprecia- 
tion sufficient ultimately to replace the 
property, that according to the statutes 
of the State that money after it is col- 
lected may be placed in additions and 
betterments to the plant, since it is the 
company’s money and may be used as it 
sees fit, the Commission being fully 
empowered to require adequate service.* 
In the diametrically opposite case of 
inadequate depreciation allowances in 
the past, the Commission has indicated 
its intention to follow a course more 
consistent with that determined by the 
United States Supreme Court for ex- 
cessive reserves. In an early telephone 
case it said: 
“.. that excessive or inadequate de- 
preciation attributable to past performance 
can not be credited to or imposed upon the 
present and future users of the service. It 
is assumed that the company.has recovered 
adequate depreciation to the date of in- 





41 971 U. S. 23 (1926). 
© In re Columbus Gas & Fuel Co., P. U. R. 1933 
A 341. 


quiry. In other words, the depreciation rate 
allowed ‘gpa to the present value of the 
depreciable property is designed to absorb 
such value during the remaining life of such 
property.’ 


Reasonableness of Operating Expenses. 
The necessity of allowing only reason- 
able operating expenses, if regulation is 
to be effective, is easy to understand. 
The complicated procedure which must 
be followed by the Commission in de- 
termining the reasonableness of rates 
would be only an empty gesture if they 
did not have the authority to examine 
into, and if necessary modify, the ex- 
pense accounts of the utilities. Only 
by audits, supplemented by field in- 
vestigations, can it be ascertained 
whether the unit costs entered for 
materials and services are in line with 
current prices, whether capital costs are 
not being entered as operating expenses, 
and whether the entries under the var- 
ious headings are being made properly 
and according to requirements. To do 
this requires large staffs and periodic 
investigations. 

An examination of the organization 
of the Ohio Public Utilities Commission 
shows the impossibility of such a pro- 
cedure in Ohio. The Commission main- 
tains no accounting department for an 
adequate office analysis of the numerous 
reports filed by the approximately one 
thousand companies under its juris- 
diction. The auditor probably attempts 
to perform this function, but with only 
one clerk and one stenographer it is 
difficult to see how he could possibly do 
much more than make a superficial 
audit. Without adequate office audits to 
guide them, field investigations would 
be almost as futile as the proverbial 
hunting for a needle in a haystack. In 





48 Cincinnati 8 Suburban Bell Telephone Co. v. Public 
Utilities Commission, 113 Ohio St. 259 (1925). 

“In re Citizens Telephone Co., Ohio P. U. Com. 
Report, Vol. 19, p. 14 (1931). 
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addition, the Commission’s field staff is 
already well occupied with valuation 
and complaint investigations. 

In extreme cases the Commission has 
ferreted out and disallowed grossly un- 
reasonable operating expenses. These 
have generally involved holding com- 
panies or the subsidiaries of a holding 
company. In 1930 the Commission dis- 
allowed increased operating expenses 
which occurred when a telephone com- 
pany passed into the control of a holding 
company. The Midland Trading Com- 
pany of Kansas obtained control of the 
Cambridge Home Telephone Company 
and in 18 months diverted $19,659.23 
into its own pockets. The method used 
was crude and clearly unreasonable. 
The names of a number of the officials 
and employees of the holding company 
were placed upon the payrolls of the 
operating subsidiary. No services were 
actually performed for the subsidiary 
and the salary checks when received 
were immediately endorsed to the Mid- 
land Trading Company. In another 
case involving the same holding com- 
pany the Commission said that it con- 
sidered these payments “ . more as 
unofficial dividends than as expenses 
allowable by the Commission in de- 
termining the rates.’ 

In 1930 and again in 1932 the Com- 
mission considered another variation of 
the same problem. These cases involved 
natural gas distributing companies in 
their relations with another subsidiary 
of their own holding company. The 
Columbus Gas & Fuel Company case 
decided in 1932 will illustrate the situa- 
tion and how it was handled by the 
Commission.‘7 This Company is a dis- 
tributing company which buys its gas 
from a wholesaler, the Ohio Fuel Gas 
Company. The wholesaler, however, 





©P.U.R. 1930 E 65. 
“ In re Citizens Telephone Company, Ohio P. U. Com. 


does not produce a sufficient quantity 
of gas from its own gas fields to meet the 
demand of its customers and therefore 
purchases a part of its supply from 
another wholesaling company, the 
United Fuel Gas Company of West 
Virginia. The distributing company 
applied for an increase in rates and 
introduced a contract with the whole- 
sale company setting the price it must 
pay for its gas at the city gate as its 
principal evidence. The rate asked was 
from 60c to 65c per thousand cubic 
feet and the contract gate rate was 45c. 
If the Commission had been required to 
accept this gate rate, it would have had 
but little leeway since the differential 
of 15c to 20c was clearly not excessive 
to meet the operating costs of the dis- 
tributing company and allow a fair 
return upon its property. The actual 
differential finally found to be reason- 
able by the Commission was 16c per 
thousand. 

There was a common control of these 
two companies by the same manage- 
ment subsidiary of their holding com- 
pany, The Columbia Gas & Electric 
Company. The Commission therefore 
rightly held that this contract did not 
set up a valid operating contract, since 
it was not entered into by companies 
trading at arms’ length. It therefore 
ordered the Columbus Gas & Fuel 
Company to present evidence showing 
the reasonableness of the gate rate. 
This gate rate was in turn affected by 
the contract rate at the state line which 
the Ohio Fuel Gas Company paid to 
the United Fuel Gas Company for a 
part of its supply. This West Virginia 
company was, of course, also a sub- 
sidiary of the Columbia Gas & Electric 
Company. The Commission again 
ordered the Columbus Gas & Fuel 





Report, Vol. 19, p. 11 (1931). 
47P, U. R. 1933 A 341. 
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Company to present evidence proving 
the reasonableness of this state line 
gate rate. After much delay and vacilla- 
tion on the part of the Company, the 
information was finally obtained and 
the Commission was in a position to 
render a reasonably just decision. 

In these extreme cases the Ohio 
Commission has functioned well. But 
it is difficult to see how it can possibly 
control adequately the smaller leaks 
in operating expenses with its small 
staff and deficient organization. The 
Commission could undoubtedly increase 
its effectiveness considerably by the 
development of a strong accounting and 
field auditing staff for checking the 
reasonableness of the utilities’ expenses. 

Rate of Return. The widespread use 
of the cost of reproduction in determin- 
ing the rate-base has led to a serious 
weakness in commission administration 
of the rate of return. By reflecting the 
fluctuations in price levels in the rate- 
base, the rate of return has tended to 
become more or less fixed, whereas, 
with the complications inherent in mak- 
ing new valuations, the converse should 
be the case. As was explained earlier, 
it would be a relatively simple matter 
to adjust the rates of return to changes 
in the purchasing power of money. 

Mosher has listed six major objectives 
which an effective regulation of the rate 
of return should meet:*8 

“(a) to stabilize profits to the end that 
speculation may be tabooed from the con- 
duct of the utilities, (b) to enable the utilities 
to compete in the money markets for funds 
at low rates for the expansion and pro- 
gressive development of their services, 
(c) to reduce the element of risk, (d) to 
provide an adequate reserve or surplus, not 
alone to meet various contingencies, but 
also to assure capital of its due reward in 
lean years, (e) to promote efficient and 
economical management, and, if need be, 





» 48 Mosher, W. E. and Crawford, F. G., Public Utility 
Regulation (New York: Harper & Bros., 1933), p. 228. 


to penalize waste, extravagance, poor plan- 
ning and unprogressive management, (f) 
finally, to see to it that the public is at all 
times well served and at a minimum price, 
consistent with the above aims.” 


On the basis of their orders very few 
commissions apparently take any or 
all of these factors into consideration 
when fixing the rate of return. It is 
difficult to see how, except by a coin- 
cidence, an adequate and thorough in- 
vestigation of the proper rate of return 
to be applied could result in the same 
rate in so many cases. An occasional 
identical rate could be understood, but 
this almost complete grouping of the 
allowed returns around a few rates can 
only mean a failure on the part of the 
commissions to give proper attention 
to this factor in effective regulation. 
The prevalence of round number per- 
centages is another indication of this 
fact. One quarter of one percent makes 
a difference of $2,500 for each $1,000,000 
in the rate-base, yet only occasionally is 
a rate of return carried to a half of one, 
percent and almost never to a quarter.{ 
The Ohio Public Utilities Commission; 
has fallen into the practice of the mass 
jority of the commissions and has a? 
tendency to apply a fixed rate of return! 
for each type of utility. Thus for wate: 
companies the rate of return alm«: 
exclusively allowed has been 6%. F 
the electric utilities it has been 8% a1: 
for the gas and telephone utilities 7%.s 
The Commission has given lip service, 
to a consideration of efficient versus 
ineficient management but actually 
appears to have done little in this 
direction. In a natural gas case decided 
in 1929 the Commission said that in 
holding 7% to be a fair rate of return it 
was taking into consideration the effi- 
cient management being given by the 
officers of the company.’ Yet the return 


49 In re Portsmouth Gas Co., P. U. R. 1930 A 496. 
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it usually allowed natural gas com- 
panies was 7%. In the converse situa- 
tion the Commission did allow only 
6%% to a gas company whose whole 
history indicated poor operating and 
financial management; but this was the 


| exceptional case.°° 


In keeping with its use of the repro- 
duction cost theory for determining the 
rate-base the Ohio Public Utilities Com- 
mission has inclined to the use of a 
fixed rate-of-return policy. It has in 
this way followed the trend of the 
majority of the state public service 
commissions. By so doing it has failed 
to utilize an opportunity to offset some 
of the major weaknesses of the repro- 
duction cost method of valuation by the 
use of a flexible rate of return. It has, 
therefore, in this respect failed of its 
maximum effectiveness. 

Conclusion. The Ohio Public Utilities 
Commission has undoubtedly been at 
least as effective in its control over 
utility rates as the majority of state 
‘egulatory commissions. Admitting the 
aampering effect of the detailed valua- 
‘on provisions found in the Ohio law 
ind the home rule amendment of the 
State Constitution with its enabling 
‘egislation, it seems the Commission 
ould be able to strengthen its position 
‘*hout much change. Probably the 

atest single need for the improve- 
wént of rate control is an adequately 
and efficiently staffed accounting de- 
partment to provide the raw materials 
and clues upon which investigations 
can be carried on. To do this would in- 
crease many fold the effectiveness of 
this Commission’s control over the rates 
of the public service companies. 





50 In re West Ohio Gas Co., P. U. R. 1928 C 386. 

1G. C. 504-2, 504-3. 

® Railroad Commission v. Eastern Texas R. R. Co., 
264 U. S. 79 (1923). 

5 United Fuel Gas Co. v. Railroad Commission, 278 
U. S. 300 (1928). 


Control over Acquiring and Abandoning 
the Market 


The home rule amendment to the 
Constitution of Ohio approved in 1912 
absolutely removed from the Public 
Utilities Commission’s jurisdiction any 
control over the entrance of local 
utilities into a market. This authority 
is expressly reserved to the munici- 
palities. . However, the Commission 
does exercise a very real control over the 
markets of the utilities by its absolute 
authority over their abandonments. No 
utility may abandon, or be required by 
a municipality to abandon, any service 
without first obtaining the approval of 
the Commission.*! However, the Com- 
mission cannot permit the permanent 
withdrawal of any service until that 
service has been continuously offered 
to the public for at least five years 
prior to the proposed abandonment. 

The United States Supreme Court 
has consistently ruled that one of the 
primary duties of a public utility is to 
serve on reasonable terms all who de- 
sire the service it renders. On the other 
hand, a utility cannot be required to 
continue operations at a loss if it is 
willing to surrender its charter and en- 
tirely abandon service. To rule other- 
wise would be a direct violation of the 
Fourteenth Amendment, a taking of 
private property without just compensa- 
tion. Thus, in situations where a 
utility desires to abandon a part of its 
system this power over withdrawals is 
important. The Supreme Court has 
ruled in these cases that the utility 
company may be compelled to operate a 
part of its system at a loss where the 
total return from all its service is 
sufficient. 

This has been substantially the posi- 
tion of the Ohio Commission, although 
most of the applications asking per- 
mission to abandon have been either 
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by utility companies desiring to with- 
draw completely from the market or 
have involved a very small part of the 
service of a large utility. The first type 
of case has almost always concerned 
electric interurban railway companies. 
These have been rapidly abandoning 
operations throughout the State and 
have always been so obviously losing 
money with no hope of future earnings 
that the problem before the Commission 
has really been one of finding the way 
which will least inconvenience the pub- 
lic. The other type of case has involved 
the abandonment by steam railroads 
of station facilities. The development of 
the private automobile and the motor 
bus and truck has made unnecessary 
and uneconomical many ef the smaller 
railroad stations. These the railroads 
have sought, and in most cases have 
been permitted, to abandon. 


The few remaining cases have in- 
volved chiefly a reduction in _pas- 
senger service by steam railroads. This 
too has usually been permitted since 
the public convenience and necessity 
was generally being satisfactorily met by 
other transportation facilities. In 1931 
an application made by the New York 
Central for permission to abandon its 
passenger train service between Toledo 
and Thurston, Ohio was denied. This 
passenger service had not paid its way 
for many years but the freight revenues 
had more than offset these losses until 
1930. The Commission said that 1930 
was “ , not a typical year in rail- 
road operation and should not be used 
as a standard by which to gauge the 
amount of traffic necessary to retain 
service, either freight or passenger.’ 


The Commission up to the end of 
1930 had not been called upon to use its 
control over abandonments in any case 
involving a local utility of any size. 
There have been a few abandonments of 


small telephone exchanges for which a 
substitute service was offered. In the 
early years one or two small natural 
gas companies were permitted to aban- 
don service when their supply of gas 
became exhausted and they were un- 
able to obtain a further supply under 
reasonable conditions. It is impossible 
to determine, therefore, what the Com- 
mission’s policy would be in an aban- 
donment proceeding involving a larger 
local utility. Yet this authority over 
abandonments is a most important one, 
especially in a State having a juris- 
dictional set-up similar to that found in 
Ohio. Without this provision it was 
possible—and such a case actually oc- 
curred—for a utility in bargaining with 
a municipality under the home rule 
provisions to threaten to abandon serv- 
ice, or a municipality would try to 
force an abandonment. In either case 
an unfair situation was possible. Under 
the present statute the necessity of 
obtaining the Commission’s approval 
before an abandonment removes this 
danger. 


Control of Capitalization 


Commission control over capitaliza- 
tion of public utilities is a direct heritage 
from pre-commission experience with rail- 
road financing. The danger to rates 
and service of uncontrolled financing 
had been clearly illustrated by the time 
administrative commission regulation 
was re-establishing itself. As a result, 
most states included in the powers 
delegated to these commissions con- 
trol over the security issues of the 
utilities. The control applied almost 
exclusively to those securities which 
were payable in more than a year. It 
was felt that the short-time financing of 
the utilities was of minor importance. 





54 In re New York Central R. R. Co., Ohio P. U. Com. 
Report, Vol. 19, p. 124 (1931). 
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REGULATION OF PUBLIC UTILITIES IN OHIO gI 


Although most states attached cer- 
tain blue sky provisions to this author- 
ity, the primary objective has been the 
maintenance of utility credit. A nor- 
mal, healthy utility is almost con- 
tinually in need of additional funds for 
and expansion made 
necessary by the increasing demands of 
its customers. Unless its credit is kept 
good, it must either pay too high a 
price for the needed funds or else cur- 
tail its expansion or improvement pro- 
gram. In either case the consumer 
suffers by having to pay higher rates or 
by receiving poorer service. 


Public utilities must compete with 
other industries in the money markets. 
Investors will not be willing to buy 
utility securities unless the induce- 
ments are at least as attractive as those 
of other bidders. The law should be 
sufficiently flexible to permit the Com- 
mission to authorize such security issues 
as may successfully compete with others 
in the money markets. This has not 
always been the case. In most states 
artificial limitations have been set, such 
as the requirement that stock must be 
sold at not less than par, or that the 
amount of bonds outstanding must 
not be greater than the capital stock. 
The development of the holding com- 
pany with its complicated capital struc- 
ture has also served to befog the issues 
and in many cases to circumscribe the 
commission’s efforts. These companies, 
by not directly operating utility prop- 
erty, are outside the jurisdiction of 
most commissions and yet are able to 
follow policies which directly affect the 
credit position of the operating sub- 
sidiaries. The policy most often fol- 
lowed is the making of short-time loans 
which do not need commission approval. 
The extension of commission authority 
over the major portion at least of these 
short-time borrowings is therefore prob- 


ably the most important addition needed 
to bring its powers more nearly in line 
with the developments in utility financ- 
ing which have occurred in recent years.™ 


The Ohio statute gives to the Com- 
mission an authority over utility se- 
curities similar to that usual in most 
states.*6 It includes control over all 
securities payable in more than one 
year, a designation of the purpose for 
which these securities may be issued, 
the authority to permit the issue of 
more bonds than stock, the right to 
designate the minimum issue price 
irrespective of the par or face value of 
the security. Its principal shortcoming 
is the lack of any control over the short- 
term financing of the utilities, par- 
ticularly those between holding com- 
panies and their subsidiaries. 


The Ohio Public Utilities Commis- 
sion has not been outstanding in its 
control over security issues. It usually 
approves applications in a routine man- 
ner. Although security issues accounted 
for about 1 of the more than 7,200 
formal cases considered by the Com- 
mission up to the end of 1930, it has 
rendered written opinions in only a few 
cases, usually when denying the applica- 
tion. 

In 1928 a power company applied for 
permission to issue certain stock which 
it proposed to sell as part of a rural 
extension plan. Prospective customers 
were to be required to purchase a certain 
amount of this stock before the com- 
pany would give them service. Because 
this rural extension plan was not in 
harmony with a state-wide plan which 
was then being developed by the Com- 
mission and because it felt that the 
rates which were to be charged the 





55 See Mosher, op. cét., p. 120. 
5 GC. 614-53, 614-60. 











92 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


users were too high, the security applica- 
tion was denied by the Commission.*” 

In 1922 a local corporation was or- 
ganized to develop a small hydro- 
electric project. An investigation by 
the Commission’s engineers showed it 
to be doomed to almost certain failure 
and demonstrated the ignorance of the 
local promoters concerning the tech- 
nical difficulties of such developments. 
The application for an approval of a 
security issue was therefore denied.*® 

In 1928 a motor bus company at- 
tempted to force the Commission to 
consider its application for permission 
to issue securities, the proceeds from the 
sale of which were to be used for the 
acquisition of property to be employed 
in service outside the State. The 
statute exempts all such issues from the 
requirement of obtaining the Commis- 
sion’s approval, and therefore the Com- 
mission refused to consider the applica- 
tion. The company carried the case to 
the State Supreme Court but to no 
avail. The Court said that, since the 
Commission could not require the com- 
pany to obtain the Commission’s ap- 
proval before issuing these securities, 
it could not be required to consider the 
application.®® 

Probably the Commission has made 
a wider use of its powers over securities 
than such cases as those cited above 
would seem to indicate, but it is impos- 
sible to discover how and to what extent 
from its printed reports. The engineers 
of the Commission do check on additions 
and betterments against which secur- 
ities are issued. Since these are checked 
against unit costs of the State, in so far 
as these can be accurate under the or- 
ganizational set-up of the Commission, 


57 American Power Co., Ohio P. U. Com. Report, 
Vol. 16, p. 220 (1928). 

58 Hocking Falls Hydro-Electric Co., Ohio P. U. Com. 
Report, Vol. 5, p. 56 (1917). 


it really means in the end that security 
issues approximate investment in prop- 
erty. The sheer number of cases in- 
volving securities which the Commis- 
sion must handle each year, however, 
is sufficient to force a more or less 
routine disposition of them. 


Control of Service 


The Commission’s control over the 
service rendered by local utilities under 
its jurisdiction is identical with that it 
has over their rates—namely, appellate. 
The sections of the statute giving to 
the Commission its power over utility 
rates also include their service.® As in 
the case of utility rates and because of 
the home rule amendment to the State 
Constitution, the municipalities have 
the power to regulate the service being 
rendered by the utility by ordinance, 
which, when accepted by the utility, 
becomes a contract. Only when a 
municipality neglects to exercise its 
powers, or, when the utility or the 
electors of the community appeal to the 
Commission, does it have any authority 
in the matter. 

Once its authority is invoked and 
until such time as a contract agreement 
is entered into between the utility and 
the municipality, the Commission has a 
control over the service of the utility 
involved as extensive as that over its 
rates. Although this is the law, the 
writer has been unable thus far to find 
any case in which the Commission’s 
authority over service has in fact been 
invoked. 


Control of Accounting 


It has become increasingly evident 
as this appraisal of the effectiveness of 
the Ohio Commission has progressed 


59 Great Lakes Stages v. Public Utilities Commission, 
166 N. E. 404 (19269). 
60 G. C. 614-21, 614-22, 614-44, 614-45, 614-46. 
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that control over accounts and account- 
ing methods is the key to much of the 
weakness which appears to be present. 
Without facts with which to work it is 
impossible to proceed far toward the 
solution of many of the complex prob- 
lems which are constantly being pre- 
sented to the commissions for con- 
sideration. These facts are primarily 
financial in character and should be 
easily available from the reports filed 
by the companies. These reports are 
compiled from the accounts of the 
utilities and therefore cannot be any 
more accurate than these accounts them- 
selves. Accurate and systematic ac- 
counting is thus essential. After the 
reports are filed they should be audited 
as a check upon their accuracy. Only 
then can they be safely analyzed to sup- 
ply the information needed to guide the 
commission in its deliberations. 

This requires an extensive and ex- 
perienced staff. New York, Massa- 
chusetts, and Wisconsin have been 
especially active in this respect but even 
these states have far from exhausted 
the possibilities. _A most important 
development which should be encour- 
aged is cost accounting. The deeper one 
gets into the study of the problems of 
regulation the more essential do cost 
studies appear. 

The Ohio statute gives broad powers 
to the Commission over the accounts 
and accounting practices of the utilities. 
It includes in general language authority 
to prescribe the system of accounts to 
be used by each type of utility, to de- 
termine the account to which any par- 
ticular item must be charged, and to 
require the utilities to make any reports 
concerning their accounts which the 
Commission may require. The Com- 
mission has prescribed the accounting 
system to be followed by the different 
types of utilities but has done little 


else. It maintains no accounting de- 
partment which could audit and analyze 
reports as they are received from the 
companies. The auditor, who is charged 
with several other duties and has very 
little assistance, performs this function 
so far as it is performed at all. 

A good accounting department would 
undoubtedly do more to increase the 
effectiveness of the Ohio Public Utilities 
Commission than any other single thing. 
It could be used to supply the Com- 
mission with information essential for 
effective regulation which is at present 
either totally lacking or difficult and 
costly to obtain. This is particularly 
true with relation to the holding com- 
panies and their subsidiaries. Such a 
department could be used also to make 
cost studies which would be valuable 
in gauging the fairness of many rates, 
contracts, and expenditures. 


Control of Holding Companies 


At the present time the problem of 
controlling public utility holding com- 
panies occupies an even more prominent 
position since the recent collapse of 
some of the larger holding corpora- 
tions. Investigations similar to the one 
now being carried on by the Federal 
Trade Commission provide abundant 
evidence of the need for a more adequate 
control. Because these companies are 
not usually operating utilities and only 
rarely are incorporated in the state in 
which they are active, the problem of 
effectively reaching them is a difficult 
one. Legally they are generally beyond 
any direct control of the various state 
commissions. In the eyes of the law 
they are not public utilities. Yet they 
can and do seriously aftect and in some 
cases practically nullify the action of the 
commissions with respect to their oper- 
ating subsidiaries. 





1G, C. 614-10, 614-33, 614-49. 
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The principal examples of this situa- 
tion which have arisen in Ohio have 
concerned the contractual relationships 
of operating subsidiaries of the same 
holding company. The best illustration 
of this problem and of the manner in 
which it has been handled by the Com- 
mission is found in the Columbus Gas 
and Fuel Company case cited above.” 
The contract gate rate was being pre- 
sented by the distributing company in a 
rate case as an operating expense. The 
Commission felt that it could not ignore 
the intercorporate relationships which 
existed and ordered the applicant com- 
pany to prove the reasonableness of this 
contract gate rate. This was accom- 
plished finally by making a valuation of 
the two wholesaling companies involved 
and then allocating this valuation among 
the different distributing companies 
which they were serving. Thus the Com- 
mission was able to check what proved 
to be an excessive contract rate. This 
procedure was upheld, on appeal, by 
the Ohio Supreme Court.® 

A more effective regulation of these 
holding companies in their relations with 
their subsidiaries will probably have to 
wait upon additional state and federal 
legislation. Such laws should, at the 
minimum, give authority to require 
that the identity and relationship of 
every person and corporation holding 
stock in, or having transactions with, 
the operating utilities, be disclosed, so 
that transactions with affiliated in- 
terests may be recognized. Access must 
then be provided to all necessary records 
of these affiliated interests in order that 
the cost, and therefore the profits, of 
all services being rendered to the operat- 
ing utility may be determined. 





®&P.U. R. 1933 A 341. 
63 Columbus Gas & Fuel Co. v. Public Utilities Com- 
mission, P. U. R. 1933 D 238. 


Conclusion 


Administrative commission regulation 
in the State of Ohio has been in exist- 
ence for 20 years. During this time the 
statutory framework has been steadily 
developing until now an extensive body 
of law provides the machinery and 
authority for the regulation of the public 
utilities. The administrative organiza- 
tion of the Public Utilities Commission 
of Ohio, as it has developed within this 
legal framework, is similar in most 
respects to the form commonly found in 
other states. It is without very effective 
control over the markets of the utilities 
because of the home rule powers of the 
municipalities. The lack of an ade- 
quately staffed accounting department 
for analyzing the reports and account- 
ing practices of the utilities is probably 
its major weakness. 


In the handling of routine matters 
the Commission has functioned well. 
It has rendered its decisions with reason- 
able promptness and consistency. In 
matters requiring investigations, and 
more or less extended hearings, it ap- 
pears to have functioned best in its 
control over rates. Final judgment on 
the effectiveness of its policies must be 
withheld until an analysis of the finan- 
cial and operating histories of repre- 
sentative utilities has been made. 


The Commission has not wholly 
failed. Politics, coupled with admin- 
istrative limitations, a staff too small to 
meet adequately the problems placed 
before it, and a general insufficiency of 
appropriations have combined to hinder 
the work of the Commission. In face of 
these drawbacks it has made some out- 
standing decisions and has, within its 
powers, on some occasions followed a 
progressive path. 
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Summaries of Research 
Changes in Farm Land Tenure, 1925-1930 


land tenure in the United States 

from 1925 to 1930 showed a 
marked increase in the proportion of 
tenants to owners in this half decade, 
whereas in the first half of the decade 
(1920-25) the increase was relatively 
small.1 In 1920, 38.1% of all farms in 
the country were operated by tenants 
while in 1925 the corresponding figure 
was 38.6%, a change of only % of 1%. 
However, the next five years were to 
see a greater increase in the percentage 
of tenancy than had occurred in the 
first 25 years of this century. Between 


A SURVEY of the changes in 


“1goo and 1925 the percentage of ten- 


ancy rose from 35.3% to 38.6% and in 
1930 mounted to 42.4%, a rise of 3.8% 
in the last five census years compared 
with a 3.3% increase in the first quarter 
of the century. This marked relative 
increase of tenancy is accounted for 
partly by the over-all decline in the 
number of farms and -partly by major 
shifts of farmers from owner-operation 
to managers or tenants. 


Every state showed an increase in the 
percentage of tenancy in the last five 
years except Arizona, Connecticut, Dela- 
ware, New York, New Jersey, Pennsyl- 
vania, and South Carolina. South 
Carolina. had exactly the same _per- 
centage in 1930 as in 1925. The general 
downward trend which was so _pro- 
nounced in 1925 in many states east of 
the Mississippi and in the three Pacific 
Coast states has been reversed, whereas 
the upward trend in the South and the 





See 3 Journal of Land & Public Utility Economics 
104-107 (February, 1927). 


Great Plains has been continued, al- 
though the rate of increase was slower 
than in the 1920-5 period in the Hun- 
dredth Meridian states. 

Since the percentage of tenancy is a 
ratio, it may be affected by six or seven 
different changes in the tenure figures 
as recorded in the United States Census. 
The Census recognizes three main 
classes of tenure: owners, subdivided 
into “full owners” and “owners hiring 
additional land”; tenants; and managers. 
A change in any one of the three will 
affect the percentage of tenancy. Be- 
tween 1920 and 1925 the number of 
manager-operated farms declined by 
almost 20,000 which were added to 
either owner or tenant farms, thus 
tending to change their relative pro- 
portions. On the other hand, since 
1925 this classification of managed 
farms has increased by over 15,000 
farms. Aside from a change of this 
kind the percentage of tenancy can be 
altered under three different condi- 
tions: (1) if the total number of farms 
remains unaltered, the percentage of 
tenancy can increase only if the number 
of owners decreases; (2) if the total 
number of farms is increasing, the per- 
centage of tenancy will become greater 
if the increase in tenant farms is greater 
than in owner farms or if there is a 
shift from owner to tenant status; (3) 
if all farms are decreasing and owner 
farms are decreasing relatively more 
rapidly or the shift to tenant farms is in 
process, the percentage of tenants will 
increase. ‘These conditions permit the 
grouping of the several states into six 
classes (with two subdivisions in the 














first and last classes) with respect to 
certain combinations of tenure condi- 
tions as follows: 




















Change in the Number of Farms Canagm in 
the 
Group | All Farms Owner- Tenant- | Percentage 
Operated Operated | of Tenant- 
Farms Farms Operated 
‘arms 
I Increase Increase Increase Increase or 
crease 
II* | Increase Increase Decrease Decrease 
Ill Increase Decrease Increase Increase 
IV Decrease Decrease Increase Increase 
V* | Decrease Increase Decrease Decrease 
VI Decrease Decrease Decrease Increase or 
crease 











* Represented in 1925 but not in 1930. 


In the period 1920 to 1925 all six 
groups were present but in the 1925 to 
1930 period only four can be identified 
(Chart I). 

Group I consists of those states in 
which the absolute number of all farms, 
of owners, and of tenants increased. In 
the first five yearsof the 1920-30 dec- 
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ade 26 states showed an increase in the 
total number of farms, as compared 
with only 18 in the last five years of the 
period. In 1925 nine states were in this 
group and two of them had a greater 
increase in owners than in tenants re- 
sulting in a decreased percentage of 
tenancy, whereas seven had a higher 
percentage of tenant-operated farms in 
1925 than in 1920. But in 1930 there 
were only six states in this group, all 
with a higher proportion of tenant 
farmers in 1930 than in 1925, Arizona 
excepted. This State decreased its per- 
centage of tenancy, for while only 
four tenant farms were added to its 
total there was an increase of 3,115 
owner-operated and 252 manager-oper- 
ated farms. 

In 1925, 11 states had decreased their 
proportion of tenant-operated farms 





CHART I 
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since 1920 by decreasing the total 
number of tenant farms at the same 
time that all farms as well as the owner- 
operated farms were increasing (Group 
II). Most of new England, several of 
the Middle Atlantic states, Florida, 
and the Pacific Coast states were in 
this group, but in I930 not a single 
state fitted into this classification. 


Group III consisted in 1930 of twelve 
states, having an increase of all farms 
but an increase of tenant farms accom- 
panied by a decline in owner farms. In 
1925 only six were in this situation. 
Five states—namely, Oklahoma, Ne- 
braska, Kansas, South Dakota, and 
Iowa—appeared in this group in both 
years. In 1930 they were augmented by 
three states immediately to the north- 
west and four southern states. In many 
ways these states represent the most 
critical tenure situation because there 
was a complete shift from the owner to 
the tenant status. For, while all farms 
were increasing in number, this shift 
represented an especially large increase 
in tenant farms, since the owner-oper- 
ated farms were declining during the 
period. 

The last three groups are character- 
ized by a decreasing number of farms. 
Group IV includes those states which 
lost owner farms but actually increased 
the total number of tenant farms in 
spite of a general decline in all farms. 
Naturally, these states show a sharp 
increase in the percentage of tenancy. 
In 1930 there were 14 states in this 
group compared with eight in 1925. 

Group V fails to appear in 1930 al- 
though there were seven states in it in 
1925. This group includes those states 
where the percentage of tenancy was 
decreased through an increase of owners 
accompanied by a decrease of tenants 
and of all farms. There was not a single 
state in which owners had increased at 


the expense of tenants during the last 
half of the census decade. 

The last group is the opposite of the 
first in that there is a decrease in all 
farms, in owners, and in tenants, and 
the change in the percentage of tenants 
arises out of a more rapid decrease in 
tenants as compared to owners or vice- 
versa. The 7925 Census showed seven 
states in Group VI, four of which re- 
duced their proportion of tenant-oper- 
ated farms and three increased it. In 
1930 there were 15 states in this group; 
in fact, almost all the states in Group 
V in 1925 were in Group VI in 1930. 
All but five states had an increase in the 
proportion of tenant-operated farms. 

The United States as a whole has the 
characteristics of Group IV. In the 
period 1920-1925 the various shifts in 
individual states resulted in a total in- 
crease of only 7,724 tenants for the 
entire nation as compared with 1920. 
But in the last five years of the decade 
there was a gain of almost 201,800 
tenants accompanied by a decrease of 
300,000 owner-operators and a decline 
of 83,000 farms of all kinds. 

Not only has the tenure pattern 
changed as to the relative position of the 
three main tenure classes but more land 
is operated by tenants than ever before, 
partly because of the increase in the 
acreage of land rented by owners to 
add to their own farms. In 1925 almost 
550,000 owner farmers rented additional 
land but five years later 102,000 more 
were doing so, an increase of 18.5%. The 
acreage rented by men who owned farms 
increased from 96 to 125 million acres 
during these five years. In fact, the 
land operated as owned land was only 
five million acres less than the rented 
land in 1930, a somewhat greater differ- 
ence than in 1925. 

Another striking change was the in- 
crease of over 151,000 “‘croppers” since 
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1925 in the South. Part of this increase 


is explained by the general increase in 
tenants but part of it is the result of 
shifts from other tenure groups. The 
1920 Census was the first to differentiate 
between croppers and other forms of 
tenure. At that time there were over 
227,000 white and almost 334,000 col- 
ored croppers in the South. Since then 
this type of renter has become more 
numerous in both races. This is es- 
pecially significant for the negroes, be- 
cause, in spite of the heavy exodus from 
farms between 1920 and 1925, resulting 
in a decrease of about 67,000 negro 
tenants, the number of negro croppers 
increased by 10,600. Since 1925 the 
situation has been reversed; there has 
been an increase of 63,000 negro tenants 
of which 49,000 were croppers. Equally 
striking is the increase of almost 105,- 


ooo white croppers as a part of the total 
increase of 127,000 white tenants in the 
period 1925-30 in the South. 

Taking the entire decade as a unit, 
the South has lost almost 146,000 white 
owners and 36,000 negro owners, of 
which 91,000 of the former and about 
13,000 of the latter disappeared during 
the last five years. On the other hand, 
the South gained during the decade over 
200,000 white tenants of whom almost 
127,000 appeared in the last five years. 
The exodus of the negro from the South 
during the post-war period is shown by 
the loss of 67,207 negro tenants before 
1925, but the loss was partly regained 
by the increase of 62,591 during the 
next five years, leaving the South with 
a net loss of 4,716 negro tenants in 
1930 as compared with 1920. 

GeorceE S. WEHRWEIN. 
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Comments on Legislation and Court Decisions 


Recent Developments in Low-Cost Housing 
* and Slum Clearance Programs 


slum clearance has spread rapidly 

since the 21st day of July, 1932, 
when Congress, in authorizing the Re- 
construction Finance Corporation to 
make loans for self-liquidating projects, 
included a section permitting such loans 
to be made 


ee in low-cost housing and 


“to corporations formed wholly for the pur- 

ose of providing housing for families of 
i. income or for reconstruction of slum 
areas, which are regulated by State or 
Municipal laws as to rents, charges, capital 
structure, rate of return, and areas and 
methods of operation, to aid in financing 
projects undertaken by such corporations 
which are self-liquidating in character.”! 


At the time of the enactment of this 
law, the requirement of state or munici- 
pal regulation of corporations in order 
to make them eligible for loans could 
be met in but one state, New York. 
In 1926 the then Governor, Alfred E. 
Smith, had succeeded in getting through 
the Legislature of that State a measure 
creating a State Housing Board and 
authorizing corporations whose divi- 
dends were limited by law to a moder- 
ate return on the capital invested, and 
which were subject to regulation by the 
State Board in regard to the matters 
enumerated in the federal statute above 
quoted. In return, such corporations 
were authorized to exercise the power 
of eminent domain where necessary in 
acquiring sites, and were granted ex- 
emption from State taxation. 

Stimulated by the prospect of ob- 





1Session Laws, Chapter 520, §201(a), July 21, 1932. 
2 Arkansas, California, Delaware, Kansas, New 


taining federal money and by the urgent 
need to find employment for their 
citizens, II other states soon passed 
laws more or less similar to that of New 
York, setting up state housing boards 
and providing for limited dividend cor- 
porations which would be subject to 
the required supervision.? 


When the Public Works section of 
the National Industrial Recovery Act 
was passed in June, 1933,* housing was 
again included as a purpose for which 
loans couid be made. The conditions 
upon which federal aid could be granted 
were stated in much less specific terms 
than previously; the Public Works 
Administrator was simply given a gen- 
eral authority to prepare a compre- 
hensive public works program which 
should include, among other things, 
“construction, reconstruction, altera- 
tion, or repair, under public regulation 
or control, of low cost housing and slum 
clearance projects.” 


Under this new law loans could still 
be made for publicly regulated private 
undertakings as before, but the Ad- 
ministrator was not limited to that one 
form of assistance. He was given the 
further authority to grant outright to 
municipal or other public authorities 
undertaking projects which came within 
the terms of the act, a sum equal to 
30% of the cost of labor and materials 
for the proposed development. A third 
alternative is for the Federal Govern- 





Jersey, North Carolina, Ohio, South Carolina, Texas, 
Florida, and Illinois. 
3 Session Laws, Chapter 90, $202, June 16, 1933. 














ment to create its own agencies to carry 
out any desired program of this sort. 


The scheme of government loans to 
private limited dividend corporations 
for large-scale housing developments 
has not met the expectations of its 
sponsors. Although over 200 applica- 
tions for loans have been made,° only 
a small fraction of these have received 
approval. Several factors have con- 
tributed to this result. In the first 
place, the problem of equity financing 
has been a serious obstacle. For obvious 
reasons, actual cash has been difficult 
to obtain. While the Government has 
signified its willingness to accept land 
and services as contributions of equity 
value, it has insisted that such items 
have, in fact, a substantial worth in 
order to qualify for loans.? A second 
major reason for rejecting applications 
has been the nature of the property 
upon which it is proposed to build. The 
task of assembling a large block of 
property by the purchase of many lots 
from small holders is always difficult, 
even with the benefit of the power of 
eminent domain. There is now a large 
amount of industrial property which 
can be obtained easily and cheaply. 
Many promoters have therefore sought 
loans for the development of such sites. 
For obvious reasons of social policy, 
these applications have been denied. 

On the other hand, the site offered 





4 When the incorporation of the Federal Emergency 
Housing Corporation was announced, Secretary Ickes 
prefaced his announcement with the statement that 
“Our experience of the last three months indicates 
clearly that we may not depend upon private enter- 
prise or limited dividend corporations to initiate com- 
prehensive low-cost housing and slum clearance pro- 
jects.” (New York Times, October 29, 1933). 

5 Horace W. Peaslee, Assistant to Director of Hous- 
ing, Federal Emergency Public Works Administration, 
in the United States News, November 13, 1933. 

®In the New York Times of October 11, 1933 it was 
stated that 14 loans involving a total expenditure of 
$40,427,458 had been made for housing projects up to 
that time. 
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may be too expensive to permit the con- 
struction of genuinely low-cost housing. 
The Government’s expressed policy is 
to reject applications where it appears 
that the cost will be so great that the 
new construction will compete with an 
existing grade of housing in which there 
are now a large number of vacancies.® 
The possibility of financing housing 
projects by loans to municipalities or 
other public agencies, coupled with an 
outright grant of 30% of the cost of 
labor and materials, is of limited impor- 
tance so far as the immediate present is 
concerned. Limited dividend corpora- 
tions are not such public agencies as to 
be eligible, and few municipalities have 
the necessary authority to take ad- 
vantage of this aid. Ohio has recently 
passed a law providing for the estab- 
lishment of municipal housing authori- 
ties to inaugurate and carry out housing 
developments. Cleveland, Cincinnati, 
and Toledo have already created such 
authorities. Three cities in other states, 
Milwaukee, Los Angeles, and Detroit, 
are believed to have sufficient power 
without additional legislation. In 
Milwaukee a municipal housing com- 
mission appointed by Mayor Hoan has 
reported in favor of municipal housing 
and efforts are being made to secure 
federal funds for two projects in that 
City. In New York, Governor Lehman 
recommended legislation to this end, 
but the Legislature failed to pass it.! 





7“Since the Federal Government is primarily con- 
cerned with the continuing interest and responsibility 
of the sponsors of the project and of the holders of the 
equity during the life of the loan, it follows that the 
equity must be established by the investment of some- 
thing other than the profits derived from the opera- 
tion.” (Robert D. Kohn, United States News, Decem- 
ber 4, 1933.) 

8 Horace W. Peaslee, op. cit. 

Robert D. Kohn, Director of Housing, Federal 
Emergency Public Works Administration, in New 
York Times, October 11, 1933. 

10 New York Times, August 4, 1933, and October 19, 


1933. 
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Efforts are being made in behalf of such 
legislation in several other states. 

There remains the third possibility, 
that of direct federal action through 
agencies of its own creation, and it is 
in this field that prospects for extensive 
slum clearance programs are most en- 
couraging. On October 29, 1933 Secre- 
tary Ickes announced that papers had 
been filed for the incorporation in 
Delaware of a Public Works Emergency 
Housing Corporation." This Corpora- 
tion will have the power to go into any 
city, acquire sites by exercise of the 
power of eminent domain, erect apart- 


' ments or dwellings, and operate them 


as landlord. It has already assumed 
responsibility for a $14,000,000 develop- 
ment in Cleveland. Sometime ago the 


Cleveland City Council and civic or- 


ganizations of that City announced an 
ambitious $250,000,000 program for the 
complete rebuilding of its slum areas.” 
It sought to be a national laboratory for 
slum clearance experiments. Definite 
plans had been made for an initial 
undertaking to be carried out by local 
limited dividend corporations. The 
Public Works Administration had agreed 
to lend $12,000,000 if $2,000,000 could 
be raised locally. When it was found 
that this equity could not be raised, 
the Federal Emergency Housing Cor- 
poration took over the project. Surveys 
are being made in several other cities 
looking toward the rebuilding of large 
slum areas, but no further definite plans 
have been announced. 

A kindred development is that of 
“subsistence homesteads.” The Public 
Works Administration has $25,000,000 
for this purpose. Homes are to be built 
on small tracts of land where families 





"1 New York Times, October 29, 1933. 
2 New York Times, May 14, 1933- 


‘13 New York Times, October 16, 1933; see especially 
M. L. Wilson, “A New Land-Use Program: And the 


can grow their own food stuffs. Some 
$8,000,000 are to be used in building 23 
villages of about 200 families each in 
mining areas in Pennsylvania, West 
Virginia, and western Kentucky. The 
first of these villages will be located 
near Morgantown, West Virginia. Each 
family will have from two to four 
acres of ground and a small house cost- 
ing about $2,000; these homesteads are 
to be purchased by the occupants under 
a 20-year payment plan. Allied educa- 
tional and industrial development is 
planned in order to make these families 
economically independent.* 

The Tennessee Valley Authority is 
sponsoring a similar enterprise near 
Norris Dam on the Clinch River near 
Knoxville, Tennessee. A village which 
will bear the name of Norris is to be 
built to house the workers on the dam 
construction. Plans are being made for 
a permanent community of 500 families. 
Construction of 250 houses is under 
way. ‘These houses have from two to 
seven rooms and are built on lots 
averaging 75 by 200 feet. Subsistence 
farm plots of about four acres each will 
be located within easy access from the 
town for those who want to raise 
gardens or carry on small-scale farming. 
Necessarily, boarding houses for un- 
married workers will also be con- 
structed. 

With the financial resources, the 
authority, and the organization now 
available to the Federal Government, 
there is reason to anticipate definite 
progress in providing more adequate 
and more wholesome housing for a large 
fraction of the population now living in 


slums. 
Mary Louise Ramsey. 





Place of Subsistence Homesteads”, 10 Journal of Land 
& Public Utility Economics 1-12 (February, 1934). 

4 Earle S. Draper, Director of Land Planning and 
Housing, Tennessee Valley Authority, in the United 
States News, November 27, 1933. 
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Locomotive Maintenance in Prosperity and Depression 


N the November, 1933, issue of 
I this Journal, Professor R. W. 
Harbeson suggests that there be 
added to the present published railway 
operating statistics an index to show the 
extent to which “classified” locomotive 
repairs are keeping pace with locomotive 
use. The index is based on a comparison 
of the computed miles of potential 
service restored by such repairs to 
locomotives passing through the shops 
with the miles run by the locomotives 
in use, the figures to be shown separately 
each month for freight, passenger, and 
switching locomotives. 


A report of the quantity of locomotive 
repair work turned out of shops each 
month is important from the stand- 
point of the operating official. Such 
information was given semi-monthly 
from January, 1924, to August, 1930 
in the published reports of the Car 
Service Division of the American Rail- 
way Association for each large railway 
in the form of the number of locomotives 
turned out of shop for each of the five 
classes of repairs. It served to throw 
light on the question whether the rail- 
ways were keeping their power in con- 
dition to render adequate service. This 
feature of the reports was discontinued 
after consultation with the representa- 
tives of the Bureau of Service of the 
Interstate Commerce Commission, as 
not being necessary in view of other 
available sources of information. 


If an index of shop activity in the 
form suggested should be added to the 
existing published statistics, it would 
have to be properly safeguarded to 
insure that the estimated number of 
miles reported as restored is based on 
the actual facts of past performance for 
each locomotive after shoppings for 
the same class of repairs. General 


averages for freight, passenger, and 
switch services adopted according to 
the judgment of the management would 
not give results which would be generally 
accepted as reliable. One railway in 
recent years has increased the averages 
which it uses as expected mileage re- 
stored by repairs of classes I, II, or III 
from 120,000 to 145,000 for passenger 
locomotives, from 80,000 to 95,000 for 
freight locomotives, and from 50,000 to 
75,000 for switch locomotives, and at 
the same time class IV and class V 
repairs were excluded from the monthly 
computations. These changes, doubt- 
less justified, illustrate some of the un- 
certainties involved in this type of 
statistics. 


The index in question has the appear- 
ance of being at once a convenient and 
exact method of measuring the adequacy 
of locomotive maintenance, but it is in 
fact subject to qualifications, as Pro- 
fessor Harbeson indicates. He brushes 
them aside, but they are of considerable 
importance. For the operating official 
who can make the necessary allowances 
according to conditions on his line, it is 
unquestionably a useful tool for con- 
trolling the rate of repair work, but for 
the purposes suggested by Professor 
Harbeson, such as considering the re- 
turn on investment, it would be of less 
value, and in some years would be 
positively misleading. In discussing 
railway finances, one has frequent oc- 
casion to answer the question whether 
the net operating income of a particular 
year or period is over- or understated 
because of deficient or excessive main- 
tenance charges, and an index which 
could give a precisely quantitative 
answer to that question would be of 
great value. But it is exactly in this 
respect that the suggested index fails 





to 
nif 
cla 


sid 





Num 


Aver: 
ste 


Locor 


motiv 





and 


x to 
ould 
rally 
y in 
‘ages 
> re- 
- II 
nger 
> for 
0 to 
d at 
ss V 
thly 
ubt- 
; un- 


year- 
and 
acy 
is in 
Pro- 
shes 
able 
ficial 
nces 
it is 
con- 
t for 
=ssor 
> re- 
"less 
| be 
sing 
- OC- 
ther 
vular 
ated 
1ain- 
hich 
itive 
e of 
this 
fails 





COMMENTS ON LEGISLATION AND COURT DECISIONS 103 


to be reliable. This is because the sig- 
nificance of the dividing line between 
classified and running repairs may vary 
in different years and on various rail- 
ways. In a year of low revenues when 
classified repairs are postponed, con- 
siderable work may be done piecemeal 
on a locomotive kept in service that in 
other years would be done as one classi- 
fied job. Consequently, in judging the 
adequacy of maintenance expenditure 
it is well to deal with total repairs in- 
stead of with classified repairs only. 

But even if the index were reliable in 
a particular year, it would be untrust- 
worthy for the purpose for which it is 
recommended over a period of years. 
A 10% excess in maintenance in one 
year of a decade cannot be balanced 
against a 10% deficiency in another 
year because of the changes which may 
have occurred in the size and age com- 
position of the locomotives. The im- 
portance of this point is illustrated by 
figures for the period covered by Pro- 
fessor Harbeson. These are given for 
all large steam railways in total and also 
for the railway used by Professor 
Harbeson for illustration. He does not 
name it, but it is easily identified from 
the rates of return given, and will here 
be referred to as the XYZ railway. 


ComparaTIvE Locomotive EqQuiPpMENT, 
1925 AND 1932 


TasLe I. 











Large 
It_m Steam XYZ 
Railways | Railway 
Number of locomotives owned 
or leased at close of year 
1932 53316 773 
1925 63,974 1,048 
Average tractive power per 
steam locomotive (pounds) 
1932 46,299 | 34,188 
; 1925. 40,666 29,394 
Locomotive ton-miles per loco- 
motive-mile in road freight 
service 
1932 234 213 
1925 201 155 














The increase in average tractive power 
was nearly 14% for the large railways 
and over 16% for the XYZ railway. 
For the latter, each mile actually run in 
road freight service in 1932 meant mov- 
ing over 14 more locomotive weight 
than in 1925, with, of course, greater 
capacity for service. It had 54 locomo- 
tives equipped with boosters in 1932 
and none in 1925, and it had 525 
equipped with superheaters in 1932 
compared with 472 in 1925. The drastic 
reduction in the number of locomotives 
on this railway means that a large part 
of the locomotive-miles “run out” in 
this period will never have to be re- 
stored by repairs, for usually a locomo- 
tive would not be given heavy repairs 
just before being scrapped. It also 
means that some mileage not run out 
was lost when the unit was retired, but 
probably much more of the former than 
of the latter. 

The index, of course, throws no light 
on the efficiency with which the repairs 
are made, as is also true of other avail- 
able measures of maintenance. If a 
railroad each year restored 100% of the 
miles run, it might be wasting money on 
repairs if its power is antiquated or if 
its shops are inefficiently equipped and 
operated. Furthermore, if the regularity 
of employment is to be studied, resort 
would be had, not to the suggested in- 
dex, but to the monthly employment 
statistics. 

It is not the purpose of the present 
writer to contend that the index is 
without value if properly used and 
interpreted, but it seems not to be well 
adapted for the particular purpose for 
which it is recommended by Professor 
Harbeson. 

Existing statistics give some indica- 
tion of whether locomotive mainte- 
nance is adequate or not. The following 
table is compiled from the annual 
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reports of the XYZ railway to the Inter- 
state Commerce Commission. The 
simultaneous increase in the percentage 
of unserviceable locomotives and a re- 
duction in the percentage stored in 
1931. and 1932, compared with 1929 
and 1930, indicate that much main- 
tenance was deferred in 1931 and 1932 
(Table II). 

A separate showing as to classified 
repairs is available in the published 
monthly reports of the Car Service 
Division of the American Railway Asso- 
ciation. Table III is compiled from 
those reports for the month of Decem- 
ber. It shows a stable condition until 
1930 with a marked postponement of 
such repairs in 1931 and 1932, and 
apparently to a greater extent for the 
XYZ railway than for all railways 
(Table III). 

The Interstate Commerce Commis- 
sion also has current information re- 
garding the condition of the locomotives 
actually in use as a result of reports 
made by the agents of its bureau of 
locomotive inspection. These indicate 
that in the period under consideration 
there has been a progressive improvement 
in the condition from the standpoint 
of safety in operations. This is true for 
both the XYZ railway and the other 
Class I railways, as shown by the 
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TaBLeE II. AVERAGE NuMBER OF FretGut Locomotives 
OF THE XYZ RaiLtway 

















(ANNUAL AvERAGE oF MonTtHLy ConpiTtI0Nn) 
Active | Stored | Total | Unserv- 
Year | Service- | Service- | Service-| ice- Total 
able able able able* 
1925 | 300.1 43-6 | 343-7 | 103.1 | 446.8 
1926 | 275.8 40.9 | 316.7 86.8 | 403.5 
1927 | 251.2 25.8 277.0 70.5 | 347.5 
1928 | 229.9 40.7 | 270.6 go.7 | 925.9 
1929 | 209.8 50.2 | 260.0 41.6 | 301.6 
1930 | 184.4 | 65.3 | 249.7 | 49-9 | 299.6 
1931 | 163.1 41.3 | 204.4 gI.1 | 295.5 
1932 | 114.5 29.9 144.4 145.1 289.5 
PERCENTAGE 

1925 | 67.2%| 9.7%! 76.9%] 23.1%] 100% 
1926 | 68.4 10.1 78.5 21.5 | 100 
1927 | 72.3 7. 79.7 20.3 | I00 
1928 | 71.6 12.6 84.2 15.8 | I00 
1929 | 69.6 16.6 86.2 13.8 | I00 
1930 | 61.5 21.8 83.3 16.7 | 100 
1931 | 55.2 14.0 69.2 30.8 | I00 
1932 | 39.6 10.3 49-9 50.1 100 




















* “Unserviceable 


in this table includes locomotives 


awaiting or undergoing repairs if held out of service 


more than 24 hours on that account. 


figures in Table IV taken from the pub- 
lished annual reports of the bureau of 
locomotive inspection. 

The explanation of the striking im- 


provement shown in the face of the 
increased percentage unserviceable given 
above is that the better locomotives in 
good repair have been used to handle 
the subnormal traffic and, also, possibly 
the existing conditions of employment 
have conduced to more effective repair 
work. In 1932 only 8% of the locomo- 
tives inspected were found defective, 






































Taste III. Percentace or Locomotives In or Awaltinc SHop For CLASSIFIED REPAIRS 
Percentage of Locomotives in or Awaiting Shop for Classified Repairs* 

Month of | 

December Passenger | Freight Switching Total 

in Year 

Stated Large XYZ Large XYZ Large XYZ Large XYZ 

Railways } Railway | Railways | Railway | Railways | Railway | Railways | Railway 

1925 9.4% 3-3% 8.9% 4.0% 6.7% 4:7% 8.5% 3.9% 
1926 8.8 6.0 7.9 5.6 6.1 2..3 7.0 5.0 
1927 8.9 50 8.1 6.6 6.0 6.2 78 6.6 
1928 8.4 cx 8.0 6.5 5.9 3.8 Fe 5.4 
1929 8.2 6.8 7.9 10.6 ay 7 7 8.5 
1930 10.1 11.4 9.9 10.6 7.2 3-4 9.2 9.2 
1931 13.8 14.1 13.5 18.7 10.2 ee, 12.7. 14.2 
1932 17.4 24.2 19.5 45.3 Tk. ¢ 25.6 18.0 32.6 








* Condition on December 1 from A. R. A. Car Service Division reports. Similar information is available for each 


of the five classes separately. 
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compared with 46% in 1925. In this 
connection it is of interest to compare 
the amount of machinists’ and _ boiler- 
makers’ time per locomotive-mile. These 


Taste IV. Conpition oF Locomotives 1n Uss, 














1925-1932. 

Percentage Inspected Number Ordered 

Year Found Defective Out of Service 
Ended 
June All XYZ All XYZ 
30 | Railways | Railway | Railways | Railway 

1925 46 36 3,637 23 
1926 40 27 3,281 14 
1927 31 23 2,539 13 
1928 24 20 1,725 2 
1929 21 16 1,490 3 
1930 16 16 1,200 4 
1931 fe) 13 688 6 
1932 8 fe) $27 5 

















figures indicate that in 1931 and 1932, 
when classified repairs were deferred to 
a large extent, the locomotives in use 
were well maintained. The large de- 
cline in the averages from 1925 to 1929 
probably reflects the effect of eliminat- 
ing obsolete power (Table V). 

Current government statistics should 
be sufficient to show general trends, but 
should not be made unduly intricate and 
burdensome. They cannot obviate the 
necessity for special studies from time 
to time. It may be noted that at present 


—-— =. - 


TasLe V. Man-nours or MACHINISTS AND BOILER- 
MAKERS PER 1,000 Locomotive MILEs 











Total for Large 
Year Steam Railways XYZ Railway 
1925 116 155 
1926 113 141 
1927 III 120 
1928 107 97 
1929 104 92 
1930 100 87 
1931 95 82 
1932 go 86 











a comprehensive review of the condi- 
tion of railway locomotive power is 
being conducted by the office of the 
Federal Coordinator of Transporta- 
tion. There are many additions to the 
present published railway statistics 
which would be interesting and helpful, 
not only in the field of operating statis- 
tics but also in connection with com- 
modity statistics and expense analysis. 
An extensive revision of the accounts 
and statistics has been under considera- 
tion in a proceeding before the Inter- 
state Commerce Commission known as 
Ex Parte 97, but final action has been 
necessarily postponed on account of the 
need for drastic economy, both in 
government and railway finances. 


M. O. LoRENz 


Locomotive Maintenance in Prosperity and Depression: 
A Reply 


write a few words of explanation 
in reply to Dr. M. O. Lorenz’s 
criticism of my article on “A Method 
of Measuring Locomotive Maintenance 
and its Use in Regulation”. Coming 
from one of Dr. Lorenz’s authority, the 
criticism merits the most careful atten- 
tion. 
So far as I am able to judge, Dr. 
Lorenz has been misled by my failure to 
make it sufficiently clear that I was not 


| WELCOME this opportunity to 


proposing that the maintenance ratio 
in question be used in its crude form, as 
in the illustrative data given in the 
article. I intended to convey the idea 
that, if the data in question were col- 
lected and used in developing a main- 
tenance ratio, they should incorporate 
so far as possible all the corrections sug- 
gested by the qualifications given on 
pages 353-54 of my article. 

It is my impression that the criticism 
consists almost entirely of an elabora- 











tion and emphasis of the corrections 
referred to, and is not directed at the 
validity of the principle upon which the 
ratio is constructed. For example, in 
my article I stated that ‘‘an important 
correction relates to the effect of the 
changing age distribution of the locomo- 
tives in service. A complement of new 
and improved locomotives would re- 
quire less frequent shopping than a 
complement of old ones.’”! (In the 
criticism the factor of a changing num- 
ber of locomotives is added.) Never- 
theless, Dr. Lorenz says: 

“But even if the index were reliable in a 
particular year, it would be untrustworthy 
for the purpose for which it is recommended 
over a period of years. A 10% excess in 
maintenance in one year of a-decade cannot 
be balanced against a 10% deficiency in 
another year because of the change which 
may have occurred in the size and age com- 
position of the locomotives.” 


Again, I refer to the need for making a 
correction to account for varying 
amounts of roundhouse attention for 
running repairs, though possibly I should 
have given it more weight. On this 
point Dr. Lorenz, after remarking that 
a precise method of measuring an excess 
or deficiency of maintenance would be 
of great value, says: 


“But it is precisely in this respect that the 
suggested index fails to be reliable. This is 
because the significance of the dividing line 
between classified and running repairs may 
vary in different years and on various rail- 
ways. In a year of low revenues when 
classified repairs are postponed, consider- 
able work may be done piecemeal on a 
locomotive kept in service that in other 
years would be done as one classified job. 
Consequently, in judging the adequacy of 
maintenance expenditure it is well to deal 
with total repairs instead of with classified 
repairs only.” 


This suggests a refinement of the 
maintenance ratio based on classified 





1 g Fournal of Land & Public Utiiity Economics 
353-4(November, 1933). 
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repairs, either by applying a correction 
to allow for increased running repairs, 
as I suggest, if practicable, or by 
supplementing this ratio with data re- 
flecting changes in running repairs. In 
any case, the decline of classified re- 
pairs would itself be significant, es- 
pecially since increased patching up at 
roundhouses cannot fully substitute for 
thorough overhauling. 
Dr. Lorenz also says: 


“If an index of shop activity in the form 
suggested should be added to the existing 
published statistics, it would have to be 
properly safeguarded to insure that the 
estimated number of miles reported as 
restored is based on the actual facts of past 
performance for each locomotive after 
shoppings for the same class of repairs. 
General averages for freight, passenger, and 
switch services adopted according to the 
judgment of the management would not give 
results that would be generally accepted as 
reliable.” (Italics mine.) 


With this statement I fully agree. I 
wish to note, however, that I said 
nothing in the article suggesting that 
the figures used for potential miles 
restored should be left to the judgment 
of management. 


Finally, it is stated that “if the 
regularity of employment is to be 
studied resort would be had not to the 
suggested index but to the monthly 
employment statistics.” I did not 
suggest that these data be used as a 
mere source of information as to changes 
in the volume of employment of the 
shop forces, but indicated that irregular 
employment was incidental to present 
maintenance policies and suggested a 
plan for regularizing such employment. 

It is also very properly suggested that 
the maintenance ratio in question throws 
no light on the efficiency with which 
repairs are made, whether shops are 
inefficiently equipped and operated and 
whether money is being wasted on re- 
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pairing antiquated power, but it is 
recognized that this is beyond the 
scope of a measure of the adequacy of 
maintenance. 


Dr. Lorenz has done a service in 
emphasizing the importance of these 
corrections and limitations, but he 
quite misunderstands me in saying that 
I “brush them aside.” I attach as much 
importance to them as does he. He 
admits that “for the operating official 
who can make the necessary allowances 
according to conditions on his line it 
[the maintenance ratio] is unquestion- 
ably a useful tool for controlling the 
rate of repairs”, and that an index 
which could give “‘a precisely quantita- 
tive answer” to the question whether 
the net operating income of a particular 
period is being overstated or under- 
stated because of deficient or excessive 
maintenance charges would be of great 
value. 


I cannot feel that Dr. Lorenz has 
demonstrated that the maintenance ratio 
in question would be unsuited to this 
purpose, when corrected as suggested 
by both of us, inasmuch as he devoted 
his attention almost entirely to ampli- 
fying and emphasizing these corrections. 
The important question seems to me to 
be whether and to what extent it is 
feasible to incorporate these corrections 
into the maintenance ratio, and Dr. 
Lorenz seems to have nothing specific 
to say on this point. Speaking in 
general, however, he says that govern- 
ment statistics should not be made 
unduly intricate or burdensome. But 
while data now available, taken col- 
lectively, do throw light on the condi- 
tion of locomotives, as he points out, it 


seems to me that in view of the large 
and growing importance of the item of 
locomotive maintenance such data might 
well be supplemented by a direct meas- 
ure of the sort suggested. 

My article was intended to be sug- 
gestive and not exhaustive. I have not 
examined whether, to what extent, or 
how the corrections in question could 
be incorporated into the maintenance 
ratio. In part, the task is doubtless 
beyond my competence. I hope that 
Dr. Lorenz and his organization, with 
their vast amount of excellent and con- 
structive work as a background, will 
see fit to undertake this task. A point 
is always reached, as Dr. Lorenz inti- 
mates, beyond which it is administra- 
tively impracticable to go in refining 
statistical measures for general and 
continuous collection and use. The 
maintenance ratio is subject to this 
limitation in common with other sta- 
tistical measures. But if computed 
even without a// the refinements it 
would seem still to be useful, and many 
of the currently published statistical 
measures are similarly limited because 
of considerations of administrative econ- 
omy. In any event, as much of the 
necessary basic data as possible should 
be regularly collected even if the main- 
tenance ratio in refined form be not 
continuously computed, so that the 
latter could be computed at intervals 
as occasion arose. The data now being 
collected by the Federal Coordinator of 
Transportation are of this sort. Per- 
manent provision for the collection of 
similar data would seem to be in reason- 
able harmony with canons of economy 
in government and railway finance. 

R. W. HARBESON 
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Book Reviews 


Mitier, Sipney L. INLAND TRANSPORTA- 
tion. New York: McGraw-Hill Book 
Co., Inc., 1933. pp. xviii, 822. $4. 


This new volume, dealing with all forms 
of inland transportation in the United 
States, is a revision and extension of the 
author’s earlier textbook entitled Railway 
Transportation. The revised work is divided 
into five parts. The first defines the nature 
and significance of transportation and traces 
the historical development. The second is 
devoted entirely to a century’s history of 
railways, including the development and 
present status of governmental regulation. 
The third describes the organization and 
services of railways, and the fourth deals 
with the economics of transport, including 
discussions of consolidation, capitalization, 
and theory and practice of rate-making. 
‘In Part V, entitled “Modern Transport,” 
are included transportation by highway, 
inland waterway, pipe line, and air, with an 
analysis of the several problems in the 
present situation. The concluding chapter 
contains the author’s conception of the de- 
sirable national transportation policy. 

Professor Miller has provided an excellent 
textbook for undergraduate courses in the 
economics of transportation. A nice balance 
is maintained between the factual and 
descriptive and the critical discussion of 
principle. The style is lucid and the tech- 
nical aspects are set forth in language easily 
understood. In controversial fields the 
author is fair and objective. In arrangement 
and logical sequence that part which is a 
revision of the earlier volume excels the 
second half of the present book, written 
probably under pressure, as it includes dis- 
cussion of legislation and events of a period 
little more than a month prior to the publi- 
cation of the volume. The additions to 


bring the discussion up to date are not as 
logically arranged as the earlier chapters 


and in some cases there are inconsistences 
attributable to failure to amend the text 
to bring it in accord with changes made by 
the Emergency Transportation Act of 1933, 
included as an appendix and discussed 
briefly in the concluding chapters. A case 
in point is that of the recapture of excess 


earnings, discussed at page 225 and else- 


where. The reader is not there informed, as 
he may discover if he reads the appendix, 
that the recapture clause was retroactively 
repealed in June, 1933. 

The list of references at the end of the 
chapters is of value to the student. As : 
rule, such references have been chosen with. 
sound discrimination but in a few instances 
there are notable omissions. As one example, 
the comprehensive and authoritative work 
of Walker D. Hines, The War History of 
American Railroads, is not included among 
others which deal with the period of federal 
operation of railways 1918-1920. The list 
following the chapter on accounting and 
statistics might well have included the con- 
tributions of Woodlock, Eaton, and White. 

The new volume is comprehensive in 
scope. It deals with each form of inland 
transportation from, its beginnings to the 
present time. It critically considers the 
factors which have influenced the existing 
crisis in rail transportation and points the 
way to effective coordination of the several 
agencies. And, finally, it outlines the ele- 
ments in a constructive national transporta- 
tion policy. Covering so much ground in a 
single volume, even though it embraces 
800 pages of nearly 500 words each, it was 
inevitable that here and there certain items 
of interest would be omitted or inadequately 
treated, but on the whole Professor Miller 
has succeeded, by skillful condensation and 
sound discrimination between the important 
and unimportant, in producing a_ well- 
balanced treatise. 

Wi.uam J. CUNNINGHAM. 








